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\With the next issue we close Vol- 
ume 24. That issue will carry an index 
to the articles which appeared in the 
magazine throughout the vear 19460. 


Special articles in the December issue 
will point up the tax importance of 
year-end decisions of management in 
relation to state tax law and the federal 
tax law. The importance of the end of 
the year to the investor and the em- 
ployer will also be covered point by 
point. While 1946 was not a legislative 
year, nevertheless certain states did 
make tax changes. These changes will 
be highlighted. . eee 
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Just Like a Sales Meeting 

Approximately 350 of the Bureau of In- 
ternal Revenue’s top field men from all over 
the United States gathered in Washington 
during early October to attend a three-day 
conference on tax matters. 

The meeting marked the first time that 
all the agencies of the Bureau have been 
brought together at a single conference. 
Among those in attendance were collectors 
and their principal assistants from the sixty- 
four districts, revenue agents-in-charge and 
their principal assistants, special agents-in- 
charge, supervisors of the Accounts and 
Collections Unit, heads of the field offices 
of the technical staff, regional representa- 
tives of the Chief Counsel’s Office, and District 
Supervisors of thé Alcohol Tax Unit. 

The conference was held to permit an ex- 
change of ideas and a discussion of prob- 
lems which have arisen since the cessation 
of hostilities in order to bring the Bureau 
men throughout the country up to date on 
best methods and practices in tax matters. 


Our Cover 
We had the Technical Staff cornered long 
enough to take the picture which appears on 
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our cover. The individuals may be identified 
by the chart (below), which shows Aubrey 
R. Marrs, Head of the Technical Staff, and 
his chief assistant, Freeman R. Paulson, 
surrounded by the top men of the ten field 
divisions. (See also the article in this issue 
starting on p. 1058.) 


Corporate Income Taxation 

There has been, in the last few years, 
much discussion about tax plans for the 
elimination of double taxation of corporate 
profits, referring, of course, to the taxing 
of dividends paid from corporate profits. 
The attitude of the Treasury has never been 
known clearly; but remarks of Joseph J. 
O’Connell, Jr., General Counsel of the Trea- 
sury Department, at the convention of the 
State Bar of California, are significant. 

“The taxation of corporate profits has 
been the subject of widespread debate in 
the last year or two, with particular em- 
phasis upon the so-called ‘double taxation’ 
of corporate income. Income received by 
a corporation is first subject to tax at the 
corporate level, and then such remaining 
profits as are distributed to stockholders 
are again subject to tax under the personal 
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income tax. This is the first step in the 
analysis and up to this point there is general 
agreement. But whether this actually con- 
stitutes double taxation is not quite so clear. 


Washington Tax Talk 


If a corporation passes on the income tax 
to its customers in the form of higher prices 
or recoups it through lower wages to its 
employees, there is of course no double 
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taxation. The corporation’s profits after tax 
are the same as they would have been if 
there were no corporation income tax, and 
the amount available for distribution to stock- 
holders is also unchanged. Unfortunately, 
however, there is no convincing evidence 
which serves clearly to substantiate or to 
contravene one or the other hypothesis. Even 
among businessmen themselves, we find dif- 
ferences of opinion implicit in their various 
views as to the impact of corporate taxes. 

“The argument that stockholders’ divi- 
dends are taxed more heavily than other 
forms of income by reason of the corporate 
tax is only one aspect of the problem. It 
considers only profits distributed by a cor- 
poration. However, a large proportion of 
corporate profits earned each year are not 
distributed to stockholders. This situation 
has been aggravated by the combination of 
the high earnings and business uncertainties 
of the war period. Such retained income 
frequently has a tax advantage compared with 
the return on other forms of investment. 
It is subject only to the corporation income 
tax, at a rate which may be substantially 
lower than the personal income tax rate to 
which at least the major stockholders are 
subject. Moreover, the retention of profits 
in a corporation frequently involves more 
than merely postponing the individual in- 
come tax on such profits. Because of other 
elements in the tax system, such profits 
may ultimately escape personal income tax 
altogether, or at least receive the benefit 
of the limited rate applicable to capital gain.” 

In the first paragraph Mr. O’Connell says, 
“Tf a corporation passes on the income tax 
to its customers in the form of higher prices 
or recoups it through lower wages to its 
employees, there is of course no double 
taxation.” 

Every business must sell its products at 
a price which will bring a return sufficient 
to pay: 

(1) its taxes 

(2) its labor 

(3) its cost of goods, etc., sold 

(4) its interest on money borrowed 

(5) its rent and overhead 

(6) its charges for replacement of ma- 

chinery, etc. 

Business has always passed on its taxes 
and other costs to the consumer. It cannot 
help itself. Figures of this kind are often 
illustrated by a circle with segments allo- 
cated in proportion to each item. It is im- 


possible to enlarge one segment without 
encroaching upon the area of the contiguous 
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segment or without enlarging the area of 
the entire circle. 


There is then no double taxation follow- 
ing Mr. O’Connell’s reasoning. 


The second part of that sentence, however, 
reaches into an entirely different theory of 
taxation from that advanced by Mr. Ruml 
—and but lately upheld by Mr. Hoffman 
of Studebaker and C. E. D. These gentle- 
men contend that taxes are paid by people 
—the consumers—and that the taking of 
this tax segment from the circle would per- 
mit the expansion of the other segments— 
namely, increased payment for labor and 
increased dividends to stockholders, or, as 
might be expected in a competitive economy, 
a reduction in the size of the circle—that 
is, lower prices to the consumer. Further, 
it is not entirely settled that the personal 
income tax is not becoming a cost of doing 
business to the employer. Emphasis on “take- 
home pay” indicates that it is. 


Prices, Taxes and Wages 


John R. Steelman, Director of the Office 
of War Mobilization and Reconversion, in 
his Eighth Report graphically demonstrates 
the effect of high taxes on wages. (See 
graphs on p. 1027.) The director of OWMR 
says that basically the only cure (for low 
take-home pay) lies in the output of more 
finished goods and services. 


The Label—Double Taxation 


A few days after the General Counsel 
of the Treasury aired his views to the Cali- 
fornia lawyers, one of the ablest men in the 
3ureau, Stanley S. Surrey, glossed over the 
double taxation problem for the American 
Institute of Accountants at Atlantic City. 
“The label [double taxation] unfairly colors 
the question—the emotional connotations tax- 
wise that are inherent in the word ‘double’ 
can easily throw us off balance. If we are 
to view the problem objectively we must 
recognize that the nature and extent of the 
double taxation involved in this procedure 
are far from clear. Much depends on the 
extent to which the corporation is able to 
shift its tax to other people, for example, 
workers or customers—an ability which at 
present is hard to measure.” 

But the government must have a certain 
revenue to operate. No one has pointed out 
whether it is more economical to collect 
the tax from thousands of business firms 
than from millions of individuals, and this 
factor should be a determining one. 


[The End] 
T A X ES—The Tax Magazine 
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JUDICIAL REVIEW 
Of Excess Profits Tax Cases 


By CLARENCE N. GOODWIN 


Mr. Goodwin, a former justice of the Illinois Appellate Court and frequent 

adviser to the Department of Justice on constitutional questions, is a member of 

the law firm of Goodwin, Rosenbaum and Meacham, Washington, D. C. He 

has served the government as Special Assistant to the Attorney General and 
as Special Assistant Attorney General in important litigation 


2EFORE considering the question of 
whether there should be a judicial re- 
view of any determinations of the Tax Court 
in cases arising under Sections 721 and 722 
of the Internal Revenue Code, we ought 
first to determine whether such review is 
provided for by the law as it now exists. 


It will be noted at once that Section 
732(a) and (b) fixes the procedure by which 
the Board of Tax Appeals is to review the 
determinations of the Commissioner in mat- 
ters arising under these sections and also 
Section 711(b)(1)(H), (1), (J) or (K). 
Section (c) under “Finality of Determina- 
tion” provides that if in the determination 
of the tax liability under this subchapter 
the determination of any question is nec- 
essary solely by reason of the sections in 
question, “the determination of such ques- 
tion shall not be reviewed or redetermined 
by any court or agency except the Board.” 


It will be noted that the determination to 
be reviewed or redetermined is made by the 
Commissioner of Internal Revenue. Under 
the subsection it is reviewable and redeter- 
minable by the Board, but not otherwise; 
and all this is in harmony with the title of 
the subsection, “Finality of Determination.” 
As indicated, the Commissioner’s determin- 
ation is final unless reviewed or redetermined 
by the Board. 


In connection with this construction of 
the subsection it may be asked whether 
there could have been redetermination or 
review of the Commissioner’s rulings by 
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any other authority had this limitation not 
been expressly made. 


Williamsport Wire Rope 
Company Doctrine 


It may be assumed by some that under 
the doctrine of the Williamsport Wire Rope 
Company v. the United States, 277 U. S. 551 
{5 ustc 71589], there could be under the 
existing law no authority for any review of 
a decision of the Commissioner in any case 
arising under Section 722, except by the 
Board, and that, therefore, the section is 
meaningless unless it be interpreted to pre- 
vent a review of the decision of the Board 
itself. This makes it necessary to re-ex- 
amine the Williamsport Wire Rope case for 
the purpose of determining whether the 
foregoing assumption is correct. That case 
arose under Sections 327 and 328 of the 
Revenue Acts of 1918 and 1921. In Blair, 
Commissioner, v. Oesterlein Machine Com- 
pany, 275 U. S. 220 [5 ustc 7 1588], the 
Supreme Court had already decided that the 
Board of Tax Appeals had full reviewing 
jurisdiction over the findings of the Com- 
missioner in special assessment cases. By 
this term is meant applications for assess- 
ment of excess profits taxes under the relief 
provisions of Sections 327 and 328, which 
were similar in purpose to the provisions 
of Section 722 of the Internal Revenue 
Code. In deciding this question the Su- 
preme Court, speaking through Mr. Justice 
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Stone, had said there was no “inherent im- 
possibility or, indeed, serious difficulty in 
reviewing judicially any determination au- 
thorized by Secs. 327 and 328. The deter- 
mination is to be made upon prescribed and 
ascertainable data and is to conform to 
standards set up by the statute, all defined 
with sufficient definiteness and clarity to be 
susceptible of juridical scrutiny.” 


In the [Villiamsport Wire Rope Company 
case, however, the Court, speaking through 
Mr. Justice Brandeis, said that the “special 
assessment is to be made under paragraph 
(a) when the Commissioner ‘is unable to 
determine the invested capital.’ It is to be 
made under paragraph (d) if he ‘finds and 
so declares of record that the tax if deter- 
mined without the benefit of this section 
would . . . work an exceptional hard- 
ship.””” He also noted that the computations 
in all such cases are dependent upon “the 
average tax of representative concerns en- 
gaged in a like or similar trade or business.” 


Discretionary Power 


“To perform that task,” the Court said, 
“power discretionary in character was nec- 
essarily conferred as all the questions in- 
volved were questions of administrative 
discretion. The Board is an independent 
agency and by specific provision of the 
Revenue Act of 1924... it was defined as 
an agency ‘in the executive branch of the 
Government.’” The Court concluded that, 
as discretionary power had been conferred 
upon the Commissioner, while his decisions 
were reviewable by the Board, they could 
not be held to be reviewable by the Court 
of Claims, although that court had been 
given jurisdiction over suits to recover taxes 
alleged to have been erroneously or illegally 
assessed.’ 


1 The writer, in an article in the National In- 
come Tax Magazine (now TAXES—The Tax 
Magazine) for December, 1928, entitled ‘‘Appeals 
in Special Assessment Cases.’’ pointed out the 
grave injustice of permitting a review of an ad- 
verse special assessment decision by the Com- 
missioner where the taxpayer had understated 
his income or overstated his excess profits tax 
credit and denying relief to a taxpayer which 
had correctly reported its income and capital 
and paid or overpaid the full amount of its 
correct statutory tax. In the former case there 
was a deficiency in the statutory tax, and so the 
claim was reviewable by the Board. In the 
latter case there was no deficiency in payment 
and, consequently, no review by the Board and 
under the Williamsport Wire Rope Company 
case no review in court. He therefore suggested 
that the Board be empowered to review both 
cases. This was not done; but, as indicated in 
the body of the article, it has since been done 
with respect to Section 722 applications. 
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It has been assumed, as suggested, that 
the Williamsport Wire Rope Company deci- 
sion would effectively deny jurisdiction to 
the Court of Claims and the District Courts 
of the United States in cases arising under 
Section 722 on account of its similarity in 
purpose to the provisions of Section 328 in 
the former acts. That conclusion is obvi- 
ously unsound, for, while the Supreme Court 
found that under those former sections 
“power discretionary in character was nec- 
essarily conferred,” that is not true with 
respect to Section 722 and is obviously un- 
true with reference to Section 721. Under 
the former law the Commissioner was given 
discretionary authority to determine a large 
number of questions and to arrive at con- 
clusions largely, according to Mr. Justice 
Brandeis, based on his experience and famil- 
iarity with many things which concerned 
the corporations engaged in like or similar 
trade or business. With respect to the present 
relief provisions, the Commissioner is given 
no discretionary power whatsoever, but the 
right to the benefit of the section arises 
definitely when “the taxpayer establishes 
that the tax computed under this subchapter 
(without the benefit of this section) results 
in an excessive and discriminatory tax and 
establishes what would be a fair and just 
amount representing normal earnings to be 
used as a constructive average base period 
net income.” The requisites are clear-cut 
and definite; and, when they are complied 
with, the redetermination of the excess profits 
tax credit follows as a matter of right. 

What is said with respect to Section 722 
is, of course, admitted with respect to Section 
721 and Section 711(b). 


Purpose of Section 732(d) 


This 1s discussed in detail here for the 
purpose of showing that without the provi- 
sions of Section 732(d) jurisdiction would 
have attached to the Court of Claims and 
all the District Courts of the United States 
to review the decisions of the Commissioner 
in cases arising under the sections in ques- 
tion. From the foregoing it must be con- 
cluded, therefore, that the intent of the 
subsection was to prevent a continuance of 
this jurisdiction and that there was nothing 
in it to oust the appellate courts from any 
part of their jurisdiction over the deter- 
minations of the Board of Tax Appeals 
otherwise provided for in the statutes. 

The practical question then arises as to 
whether this existing appellate jurisdiction 
should be curtailed or abrogated in cases 
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Judge Clarence N. Goodwin 


arising under these special relief provisions. 
In answering this question note must be 
taken that the sections have given rise to 
an unprecedented volume of controversies 
involving complicated questions of fact, 
matters of accounting and some questions 
of law and fact, and that if full appellate 
jurisdiction were allowed with reference to 


1 
t} 


them, interminable litigation would result, 
adding enormously and, I think, unneces- 
sarily to the burdens of the courts. 


Curtailment of Appeals 


During my years as a trial judge and an 
appellate judge and the seven years that I 
served as chairman of the Board of the 
\merican Judicature Society I made serious 


and almost continuous investigation of the 
question of whether it would not be to the 
interest of a better administration of justice 
if appeals were largely curtailed, except in 
cases involving questions of some general 
interest or importance. My conclusion was 
that, in the main, such curtailment would 
implement rather than curtail efficiency in 
judicial administration.” So far as questions 
of fact and accounting and mixed questions 
of law and fact are involved, this principle 
applies here with force. Moreover, in sub- 
section (d) there is provision for a review 
of the decisions of the divisions of the 
Board by a special division; and while its 
decisions are not reviewable by the Board, 
they are thus made reviewable by a division 
which is assumed to be specially competent 
for the purpose. So far as questions of fact 
are concerned, this is obviously a sensible 
procedure designed to result in a speedy 
and satisfactory determination of the ap- 
plications. 


Statutory Construction 


However, in such matters divisions of the 
Board and the special division must, of 
necessity, pass on questions of statutory 
construction, the decision of which is vital 
to a just administration of the sections in 
question. 

As stated, the writer, over many years, 
concerned himself with matters of appellate 
procedure and judicial review, but he found 
no case where questions of statutory con- 
struction arising in courts or before admin- 
istrative bodies were not made subject to 
judicial review. The final construction of a 
statute in matters involving “the disposition 
of at least $8,000,000,000 and possibly much 
more” [TAxEs—The Tax Magazine, August, 
1946, page 719] is one which merits and 
requires and, in the language of Mr. Justice 
Stone, “is susceptible of judicial scrutiny.” 
This principle is particularly applicable to 
those sections here involved which are new. 





-I stated this view in a paper read before the 
Law Club of Chicago and embodied it in my 
reports to the Supreme Ccurt made in com- 
pliance with the State Constitution. In discus- 
sing the matter with Viscount Haldane, then 
Lord Chancellor, at luncheon at his home, I 
found that he held very strongly to the view 
that questions of law should be finally settled 
by the highest judicial authority, but that this 
principle should not be used oppressively. He 
illustrated this by referring to an application 
made to the Judicial Committee of the Privy 
Council, of which he was, of course, head, by a 
Canadian railroad for a review of a judgment 
for $5,000 arising out of an accident, on the 
ground that it involved an important point of 
law. The petitioner had been unsuccessful in 


Judicial Review of Excess Profits Tax Cases 


appeals to the Supreme Court of the Province 
and the Supreme Court of the Dominion. 


“After consultation,’’ said the Lord Chan- 
cellor, ‘‘I stated our conclusion as follows: 
‘Counsel for the petitioner claims that the mat- 
ter involves an important point of law which 
should be settled. To this we agree; but peti- 
tioner has had three goes at it already in the 
case of this unfortunate man. Therefore, we 
will grant the petition for review on these con- 
ditions: If the petitioner is successful, the 
judgment will be reduced by $10.00 and, in any 
event, it will pay all the cost of the litigation, 
including respondent’s counsel and _ solicitors’ 
fees.’ Counsel for petitioner accepted the con- 
ditions.”’ 
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The constructions made by the Bureau in 
its Bulletin on Section 722 brought a storm 
of protest from eminent tax practitioners at 
the recent hearings before the Joint Com- 
mittee on Internal Revenue Taxation. Whether 
in these matters the Bulletin or its critics 
were right or wrong, is a grave question 
obviously demanding consideration by high 
judicial authority. This applies with equal 
force to questions of statutory construction 
necessarily arising in the administration of 
Section 721, which now appears to be equally 
important and which will present equally 
difficult problems. 


It is noted that the Board is now desig- 
nated as a court and, I think, rightly so, 
as it is, particularly under the new law, 
vested with certain judicial functions. At 
the same time, it remains otherwise, in the 
language of Mr. Justice Brandeis, “an agency 
in the executive branch of the Government.” 


The question then arises as to how ap- 
pellate judicial construction of these statu- 
tory questions may be had or continued, 
without, at the same time, permitting and 
requiring the review of the innumerable 
factual and accounting questions which are 
arising in these endless cases involving, as 
stated above, eight billion dollars in the 
aggregate under Section 722 alone, and the 
examination of voluminous records. 


Province of Appellate Courts 


The answer plainly is that this end can 
be justly attained without incommoding the 
appellate courts if they are authorized and 
permitted to review such questions on peti- 
tions for writs of certiorari only, definitely 
limited to questions of statutory construc- 
tion, and not requiring the introduction of 
records presenting questions of fact. Under 
such a procedure the only problem which 
the petition could present to the court would 
be whether the question of statutory con- 
struction decided or to be decided was of 
prime importance and whether there was 
a doubt in regard to the correctness of the 
Tax Court’s conclusion in regard to it. 


The decision of all the questions of stat- 
utory construction arising under these sec- 
tions would not impose any great burden 
on the appellate courts. There are, of 
course, numerous cases arising under these 
sections which involve questions of statu- 
tory construction; but the number is com- 
paratively limited, and when a question is 
settled in one case it would be settled for 
all. The additional work involved in such a 
procedure would be entirely negligible when 
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we consider that the Supreme Court is re- 
quired to consider petitions of every kind 
and nature from the decisions of the eleven 
Circuit Courts of Appeals and all the courts 
of final jurisdiction in the United States. It 
is noted that this court passed on 943 such 
petitions in the last year. Compared with 
this, the number which would come to the 
appellate courts would be negligible. They 
would come in a simple form so that they 
would not require the examination of long 
or voluminous records, as in the case of 
those now presented to the United States 
Supreme Court. 


The foregoing suggestion should invite 
favorable consideration by the Commis- 
sioner. The segregation and judicial deter- 
mination of a question of statutory construction 
in an important case or group of cases could 
be made the means of their speedy and sat- 
isfactory disposal in many instances. Often, 
too, a decision of a Circuit Court of Appeals 
sustaining the Commissioner’s construction 
of the statute would put an end to the pro- 
ceeding, while a decision favorable to the 
taxpayer might open the door to speedy 
agreement on the controverted questions of 
fact, if any there are. 

If, as recommended here, the review by 
the appellate courts is confined to questions 
of statutory construction, that review does 
not have to await the final decision of the 
Tax Court. Section 347 of the Judicial 
Code permits the Supreme Court to require 
a cause to be sent up “either before or after 
a judgment or decree by such lower court.” 
This precedent could be followed. If by 
such a petition the matter of immediate 
review of a question of statutory construc- 
tion is presented and the Commissioner 
recognizes that it is desirable that the ques- 
tion be speedily and authoritatively settled, 
he might, following the practice of the So- 
licitor General, indicate that he considers 
the point important and does not object to 
the issuance of the writ. 


This method of speedily settling questions 
of statutory construction could be supple- 
mented by adopting the principle involved 
in Section 346 of the Judicial Code, which 
in certain instances permits the federal ap- 
pellate courts to certify questions of law 
to the Supreme Court and the Tax Court 
to certify such questions to an appellate 
court where it might desire so to do.* 





3*T think,’’ said Mr. Justice Holmes in Chi- 
cago, B. & Q. Railway Company v. Williams, 214 
U. S. 492, 29 S. Ct. 519, ‘‘such questions are to 
be encouraged as a mode of disposing of cases 
in the least cumbersome and most expeditious 
way.”’ 
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Conclusion 


The conclusion of the writer is that the 
review of cases arising under the sections 
involved ought not to be permitted or con- 
tinued except as to questions of statutory 
construction, and that those questions should 
be made reviewable by the appellate courts, 
with power, on petition for a writ of certi- 
orari, to bring up any cause at any stage in 
the proceeding where a speedy and efficient 


administration of justice might require it. 
Power might well be given the Tax Court 
to certify such questions to the appellate 
courts, as suggested above. 


What taxpayers and the Commissioner 
desire, is a speedy and just disposition of 
the great undigested mass of the cases 
treated here. It is believed that these sug- 
gestions would be a means to that end. 


[The End] 








FIFTH ANNUAL SYMPOSIUM IN PROGRESS | 


fe NEW SCHOOL Fifth Annual 
I Symposium on federal taxation is 
being conducted in New York City. 
Sessions are held on Tuesday evenings. 
The series opened on October 9 and 
will end on December 17. 


Charles D. Hamel, first chairman of 
the Board of Tax Appeals and head of 
the newly formed Excess Profits Tax 
Council, spoke on “The Work of the 
Excess Profits Tax Council” at the first 
of the ten Tuesday night meetings, 
October 9. Norris Darrell, attorney, 
writer and lecturer; Maurice Austin, 
chairman of the Federal Taxation Com- 
mittee, American Institute of Accountants 
and Stanley S. Surrey, Tax Legislative 
Counsel, Treasury Department, were 
the guest speakers on succeeding Tues- 
days and respectively discussed “Current 
Problems in Corporate Recapitaliza- 
tion,” “Tax Minimization” and “Taxa- 
tion of Family Income.” 


Three lectures followed by open dis- 
cussion forums are scheduled for Novem- 
ber 12, 19 and 26. Roswell Magill, 
professor of law at Columbia University, 
will speak on November 12. His topic 


Judicial Review of Excess Profits Tax Cases 


Structure.” “Significant Tax Decisions 
of 1946” is Charles J. Siegel’s subject 
for November 19. He is the editor of 
the Federal Tax Department, Research 
Institute of America. On November 
26, Gerald L. Wallace, professor at the 
New York Law School, Postgraduate 
Taxation Division, will discuss the 
“Procedure in Income Tax Evasion 
Cases.” 


will be “Design for a Federal Tax | 
| 


The Symposium will end in Decem- 
ber with the last three meetings on 
December 3, 10 and 17. “Capital Gain 
and Loss Transactions,” “Accounting 
Procedures in Preparing Tax Returns” 
and “Valuation of Stock for Taxation” 
will be the subjects treated in the order 
given by George S. Cleary, attorney 
and member of the Treasury Depart- 
ment Advisory Committee on Tax Pro- 
cedure ; Max Rolnik, lecturer on taxation, 
College of the City of New York; and 
Alex M. Hamburg, member of the tax- 
ation committees of the American Bar 
Association and National Lawyers Guild, 
at the December sessions. 


1033. 


































CCORDING to Internal Revenue Bu- 

reau testimony before a Congressional 
Committee,’ there is a backlog of over 39,000 
instances in which fraud is suspected or 
alleged, which await investigation. Compare 
this with the number of such investigations 
made in fiscal years ended on June 30, 1944 
and 1945, namely, 1,082 and 1,253 investiga- 
tions respectively. (See table, p. 1036.) 
Over twelve hundred special agents have 
been assigned the task of investigating these 
cases. The backlog is increasing, and the 
staff is growing. It will be noted that one 
of the principal duties of the special agents 
is the investigation of cases involving alleged 
evasion of taxes. (See graph, p. 1039.) 


Before discussing the principles involved 
in tax frauds or evasion (and the related 
penalties, defenses, and Bureau procedure), 
it seems desirable to consider the factors 
which appear to have some contributing in- 
fluence or inducement to tax evasion. These 
factors are: 

1. The widespread Black Markets pro- 
vided vast illegal incomes. Since such in- 


1 Testimony before House Appropriation Com- 
mittee considering appropriation for Internal 
Revenue Bureau personnel on January 19, 1946. 
Treasury Appropriation for 1947, House Hear- 


ings, p. 375. 


Informers 


Deputy Collector 
or Agent 








Special 
Agent 


come is taxable, while the excessive cost 
of Black Market purchases is not deductible 
as a part of cost of goods sold or as a 
business expense deduction (461 CCH f 146, 
3285, I. T. 3724), fraudulent returns are nec- 
essary incidents to the successful operation 
of such illegal business activities. 

2. The thirty-five billion dollar annual 
yield in federal income taxes is at an all- 
time high, and rates very high, thus present- 
ing a maximum temptation. 

3. Millions of new taxpayers were added 
to the tax rolls, and many business men 
were involved in major tax problems for the 
first time. 

4. The Internal Revenue Bureau has been 
under-staffed for many years because of 
the war. 

5. The inevitable lag between filing of 
tax returns and investigation by the Bureau 
has lulled many taxpayers into a sense of 
security. 

6. The maze of administrative rulings 
which were emitted daily from other gov- 
ernment agencies did much to confuse and 
harass honest business men seeking to 
comply with the government regulations. 
The hostility not infrequently resulting from 
these administrative rulings, which were 


HOW THE GOVERNMENT DEVELOPS . 
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sometimes confusing, ambiguous, or con- 


‘Ost tradictory, created in some business men a 
‘ible lack of respect for all government regula- 
__— tions, including those involving income tax. 
146, 
1eC- . 
ee Penalties 
Referring to the table, p. 1037, it will be 
1ual noted that the offenses numbered 2, 3, and 4 
all- are criminal offenses and punishable only after 
ent- indictment by grand jury and related prose- 
cution under the new Federal Rules of 
ded Criminal Procedure. The procedure by 
nen which the Bureau processes these cases is 
the discussed later. It will be noted that these 
criminal penalties apply with equal force 
yeen against the taxpayer and anyone advising 
. of and/or assisting in the evasion. Attention 
is called to the fact that while on criminal 
. of prosecutions a three- or six-years’ Statute 
reall of Limitations from the date of the commis- 
e of sion of the offense applies? under the act 
of August 24, 1942, as amended October 3, 
— 1944, such Statute of Limitations has been 
Saye suspended, as indicated on the table, p. 1037. 
and Thus, any felony offense (3 or 4 on the 
, to table, p. 1037) committed after August 24, 
ons. 1936, is actionable till (1) six years after 
rom prim ot ee 
were * 26 USCA 3748. 
iA TAX FRAUD CASE 
‘LOPS : 






By PAUL J. FOLEY ... 


The author, a Washington tax counsel, is 
a certified public accountant (Illinois, 
Maryland and New York) and a member 
of the District of Columbia Institute of 
Certified Public Accountants, the District 
of Columbia bar and the federal bars. He 
is head of Paul J. Foley & Company, 
Washington, Chicago and Baltimore 


commission of the offense or (2) “three years 
after the termination of hostilities in the 
present war as proclaimed by the President 
or by a concurrent resolution of the two 
Houses of Congress” (as yet not proclaimed), 
whichever is later. 


Thus, this Statute of Limitations has never 
tolled in the last four years. The offense 
type 2 (p. 1037) is committed on the due 
date, whereas on 3 and 4 it is committed on 
the date of filing and at the place of filing. 
The misdemeanor (offense 2 on p. 1037) 
committed after August 24, 1939, is action- 
able till (1) three years after commission 
or (2) three years after the proclamation 
of termination of hostilities (described supra), 
whichever is later. 

Of greatest importance to the tax practi- 
tioner is offense 1 (p. 1037), which may 
be recommended for assessment by any 
deputy collector, agent or special agent, and, 
if contested by the taxpayer, is determined 
through civil proceedings. Moreover, for 
an offense of type 1 (civil) there is no 
Statute of Limitations. Because the assess- 
ment can be made without first proving 
fraud in court, it is asserted with much 
more frequency and conviction than the 
criminal charge. Frequently a taxpayer is 


very willing to settle for the fifty per cent 


Grand Jury 



























1941 
1. Fraud investigations by 
Intelligence Unit ...... 871 


2. Those in line 1 resulting 

in Intelligence Unit rec- 

ommending prosecution. 239 
3. Number of individuals in- 

volved in line 2 ; Ho 
4. Individuals actually tried... 192 
5. Convictions ... ; ee 156 
6. Acquittals ..... 36 


7. Additional tax and penalties 
recommended as result 
of investigations (See 
graph p. 1038) 


RECORD OF CRIMINAL PROCEEDINGS 
Fiscal Years Ended June 30 


1942 1943 1944 1945 
863 984 1082 1253 
223 225 208 303 
364 +46 512 615 
121 95 87 70 
119 92 85 65 

2 3 2 5 


... $33,810,418 $37,766,629 $56,444,955 $45,718,776 $123,295,136 


Source: Annual Reports of Commissioner of Internal Revenue. 


penalty when mindful of, or threatened with, 
criminal proceedings (2, 3, or 4), which 
carries with it public prosecution, notoriety 
and possible fine and/or imprisonment. 
More recently the accused, upon and after 
indictment, has also been subjected to “trial 
by newspaper.” 


Attention is directed to the fact that the 
Current Tax Payment Act of 1943 provides 
that if any fraud occurred on 1942 taxes, 
there would be no forgiveness of 1942 or 
1943 taxes; thus, if a fraud penalty is en- 
voked on 1942 taxes, it very probably will 
result in the taxes plus the penalty, amount- 
ing to many times the amount of tax other- 
wise due. Although civil penalties are not 
invoked against one aiding and/or assisting 
a taxpayer, it must be remembered that en- 
rolled Treasury practitioners may be sus- 
pended or disbarred for such reasons.’ 


In all fraud cases of both criminal and 
civil type, the burden of proof is upon the 
Commissioner to show that fraud was com- 
mitted; however, in a criminal case the 
proof must be beyond a reasonable doubt, 
whereas in a civil proceeding it must be 
merely a clear and convincing preponder- 
ance of the evidence. 


Avoidance Distinguished 
from Evasion 
Tax avoidance does not even involve 


moral turpitude. In a leading federal court 
decision, it was held that “anyone may 





3 During fiscal years 1943, 1944 and 1945, nine- 
teen have been disbarred, three suspended and 
four reprimanded. 
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so arrange his affairs that his tax shall be 
as low as possible; he is not bound to choose 
that pattern which will best pay the Treas- 
ury; there is not even a patriotic duty to 
increase one’s taxes”’;* and in a United States 
Board of Tax Appeals case, it was stated, 
“We agree with the petitioner that his 
motive in making the assignment and sale 
is immaterial and that it is not unlawful or 
unethical for a taxpayer to avoid, by legal 
means, some portion of his tax.”* The courts 
almost invariably protect the taxpayer who 
is accused only of selecting a means of 
transacting his business which subjects him 
to the least tax liability, because the Code 
purports to define in careful detail what 
transactions are taxable and how they are 
taxed. Because of the infinite number of 
factual situations and the elusive nature of 
the offense involved, we will review later 
several factual situations in which the court 
found a fraud was committed, and then 
cases in which fraud was found not to have 
been committed. 


Criminal Distinguished 
from Civil Penalties 


Reference to the table, p. 1037, will reveal 
the differences in the penalties, since only 1 
on that table is a civil penalty, while 2, 3, 
and 4 are all criminal. The civil penalty is 
an ad valorem percentage of the amount of 
the entire deficiency involved in the fraud 
case, whereas the criminal penalties are fines 





4Gregory v. Helvering, 69 F. (2d) 809 [1934 
CCH { 9180]. 

5 Rhodes, 43 BTA 780 [CCH Dec, 11,684]; affd. 
131 F. (2d) 50 [42-2 ustc J 9691]. 
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Fraud and Evasion 





and/or sentences to imprisonments. The 
same act frequently is basis for both civil 
and criminal actions.’ When fraud is found 
or alleged by the deputy collectors, agent 
or special agents, the civil fifty per cent 
penalty is recommended for assessment by 
the Commissioner. After assessment the 
taxpayer’s status and right to appeal are 
basically the same as those of any other 
taxpayer who has been assessed an addi- 
tional tax and/or penalties. Upon investiga- 
tion by the special agents (Intelligence 
Unit), the Bureau may also prepare the 
case for criminal prosecution. Payment of 
the civil penalties is no defense to criminal 
prosecution (Slick v. U. S., 1 F. (2d) 897 
(CCA-7) [1925 CCH {7001]), nor is ac- 
quittal on the criminal prosecution a bar 


6 Hanby v. Commissioner, 67 F. 
(CCA-4, 1933) [1933 CCH {] 9523]. 


(2d) 125 
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MILLIONS 
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against imposition of civil penalties (Helver- 
ing v. Mitchell, [38-1 ustc J 9152]). It should 
be noted that frequently both offenses 3 
and 4 are invoked against the accused on the 
same fraud, and such has been held not to 
constitute double jeopardy (Levin et al. v 


U. S., 5 F. (2d) 598 (CCA-9)). 


What Is Fraud? 


Section 293(b) provides for a fifty per 
cent penalty if “any part of any deficiency is 
due to fraud with intent to evade tax.’ Where 
the word “fraud,” as used in this section, 
was not defined, it would be construed as 
ordinarily understood.” “Fraud,” within this 
section, means actual intentional wrongdoing, 
and the intent required is the specific pur- 
pose to evade a tax believed to be owing, 
and mere negligence, whether slight or 
great, if not equivalent. Where there has 
been deliberate suppression of vital facts 
in the income tax return, which is mislead- 
ing, there is fraud; and misrepresentation 
will support fraud penalties under this sec- 
tion if made recklessly without knowledge, 
or if so carelessly made as to lead the trier 
of facts to believe that the person on whom 
the duty rests to disclose has knowingly and 
intentionally failed to do what the law re- 


quired.” Where the petitioner, a corporation: 


owning theatre property which it leased to 
operating companies, deducted rentals collected 
as compensation of officers although it had only 
four stockholders and maintained no office 
other than the home of the treasurer, who col- 
lected the rent, the rent was taxable income 
for the years received and the petitioner was 
guilty of willful understatement of income 
justifying imposition of a fifty per cent fraud 
penalty.2 Penalty for fraud was sustained 
where a business was reported as a partner- 
ship throughout the entire year and the 
partnership was not created until Novem- 
ber or December.” Fraud penalty was held 
proper where the taxpayer deducted amounts 
neither paid nor credited in the taxable year.” 


One cannot be found guilty of fraudulent 
untruth because of the mere expression of 
a wrong opinion.” A taxpayer honestly 
holding the view that the value of its stock 
7White v. U. S., 20 F. Supp. 623 (DC Ky., 
1937) [37-2 ustc 7 9452]. 

8 Mitchell v. Commissioner, 118 F. 
(CCA-5, 1941) [41-1 ustc § 9317]. 

® Allegheny Amusement Company v. Commis- 
sioner, 37 BTA 12 (1938) [CCH Dec. 9904]. 

1 Grover C, Blumer, 23 BTA 1045 [CCH Dec. 
7083]. 

11 Globe, Inc., 283 BTA 119 [CCH Dec. 8064]. 

12 Delone v. Commissioner, 100 F. 
(CCA-3, 1938) [38-2 ustc ff 9613]. 


(2d) 308 
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received was not taxable income, which was 
not obviously untenable, was held not liable 
for penalty.* A taxpayer’s failure to report 
an item was held not evidence of fraud 
justifying a penalty where the propriety of 
the inclusion was very doubtful.“ A _ peti- 
tioner whose books were badly kept but 
who made his return on the result of an 
examination by an expert accountant, was 
held not guilty of fraud.” A petitioner who 
maintained an inadequate set of books was 
held not to have filed willfully a false and 
fraudulent return with intent to evade tax.” 


What Is Evasion? 


‘riminal penalties under Section 145(b), 
offense 3, p. 1037, for willful “attempts in 
any manner to evade or defeat any tax,’ 
apply to the same class of offenses as de- 

ibed in the two preceding paragraphs. 
The same act may result in both civil (Sec- 
tion 293, offense 1, p. 1037) and criminal 
(Section 145) prosecutions. Because in these 
criminal proceedings the willful intent is 
one of the essential elements” and proof 
beyond reasonable doubt is required, the 
evidence may well be insufficient to support 
criminal conviction and yet be sufficient for 
imposition of civil penalties (e. g., Mitchell 
case). 


he felony provision (3, p. 1037) creates 
a new offense, unrelated to common law 
attempt to commit more serious offense, 
and no overt affirmative act is required to 
constitute crime.* That part of the net 
income omitted from the return was derived 
from unlawful transactions, is no defense.” 
An attempt is a separate offense for each 
year,” and is complete when the taxpayer 
willfully files a fraudulent return.” The gov- 
ernment’s failure to discover error in the 
return is immaterial." Affirmative willful 
intent to evade or defeat tax may be in- 


Commissioner v. S 
pany, 57 F. 


. A. Woods Machine Com- 


(2nd) 635 (CCA-1, 1932) [3 vustc 

€ 9? +]. . 

4 Duffin v, Lucas, 55 F, (2nd) 786 (CCA-6, 
1932) [3 ustc f 863]. 

* Shawver Company, 20 BTA 723 [CCH Dez. 
6303]. 

° Abraham Scheer, 11 BTA 836 [CCH Dec. 
3RR¢ - 

"1 U, §. v. Skidmore, 123 F. (2d) 604 (CCA-7, 
1941) [41-2 ustc J 9631]. 

SU. S. v. Miro, 60 F. (2d) 58 (CCA-2, 1932) 
[1932 CCH § 9396]. 

® Chadick v, U. 8., 77 F. (2d) 961 (CCA-5, 


1935) [35-2 ustc § 9416]. 

°7U. S. v. Johnson et al., 123 F. (2d) 111 
(CCA-7, 1941) [41-2 ustc § 9677]. 

1 Guzik v. U. S., 54 F. (2d) 618 (CCA-7, 1932) 
{1931 CCH { 9681]. 

2 Spies vw. GO. &., 63 &.. Ct.. 364 
{ 9243]. 
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ferred from such conduct as keeping a 
double set of books, making false entries or 
alterations, or false invoices or documents, 
destruction of books or records, conceal- 
ment of assets or covering up sources of 
income, handling one’s affairs to avoid mak- 
ing the records usual in transaction of the 
kind, and any conduct the likely effect of 
which would be to mislead or conceal.” 
However, in a “no return” case, without any 
affirmative misrepresentation of facts, mere 
failure to file, however intent upon defraud- 
ing, is only a misdemeanor™ (offense 2, 


p. 1037). 


Since in criminal cases the exact amount 
involved need not be proved, in “net worth” 
cases, given a starting point, analysis of 
bank transactions, manner of living, and 
investments, frequently yield. sufficient evi- 
dence for burden of proof. 
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Taxpayers’ Conduct During 
Investigation 


Under ordinary circumstances a taxpayer 
will be invited to explain allegedly fraudu- 
lent items, if he can. During the conferences 
the government usually tries to determine 
all of the defenses which might be available 
to the taxpayer, as well as to obtain admis- 
sions, facts, or leads which the taxpayer 
may reveal. On the other hand, the gov- 
ernment seeks to withhold the exact nature 
of the evidence against the taxpayer. More- 
over, during these conferences the govern- 
ment cannot be required to divulge the exact 
nature of the evidence. Whether a taxpayer 
under investigation should talk with repre- 
sentatives of the government, and the nature 
and extent of his conversation, should be 
a matter of pre-determined policy in the 
light of waiver of constitutional privilege 
against self-incrimination. In general, co- 
operation with the agents is recommended 
since any bias in the report of an agent 
who has been irritated, or whose abnormal 
suspicion or zeal has not been satisfied, is 
very difficult to overcome under the exist- 
ing method or procedure. Hence, deter- 
minations by various reviewing echelons, 
as well as the effect on a jury or judge, may 
be materially influenced by the taxpayer’s 
hostility or impeding of investigations. 
Treasury officials have repeatedly promised 
that those who voluntarily disclose fraud 
will be free from criminal prosecution. It 
must be noted, however, that such disclo- 
sure must be made definitely before the 
investigation begins (Lustig case [46-1 ustc 
7 9202]), and the immunity is as to the 
criminal prosecution, not as to the civil 
penalties. Actually, since the taxpayer is 
advised, at the most, only of the general 
conclusion as to charges against him in 
anything short of court trial, all judgment 
on his case made to that point is based 
almost exclusively on the details of the 
special agent’s report, to which the tax- 
payer does not have access. 


Special Administrative Procedure 


An investigation may be precipitated by 
discoveries made by a deputy collector or 
Internal Revenue agent during the course 
of regular or routine assignments. More- 
over, a host of types of leads are given to 
the Internal Revenue Bureau by people who 
may or may not seek the awards made reg- 
‘ularly to informers. OPA and other agencies 
also report suspects. During the investiga- 
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tion, a special agent is usually assigned to 
work with the revenue agent, in order to 
determine the facts. 


The special agent submits a comprehen- 
sive report of evidence obtained for use in 


settlement or court proceedings. He also 
makes recommendations as to disposition, 
particularly as to justification for criminal 
prosecution, and/or imposition of fifty per 
cent penalty. If only the fifty per cent pen- 
alty is recommended and concurred in by 
the special agent’s immediate superior, 
assessment usually results. If criminal 
prosecution is also recommended and con- 
curred in by the senior agent directing the 
3ranch Office of the Intelligence Unit (see 
map, p. 1041), the case is forwarded to the 
Special Agent in Charge (Division Office; 
see map, p. 1041) for review, and probable 
reference to the Penal Division of the Bureau, 
which is principally located in Washington. 

Since slightly over a year ago, some field 
offices of the Penal Division have been estab- 
lished, with limited discretion, to serve as 
a buffer. It will be noticed that half of the 
states are still directly under Washington, 
that is, not encompassed in this limited 
decentralization (see map, p. 1041). There- 
fore, either directly from the Special Agent 
in Charge of the field Intelligence Unit Divi- 
sion, the case is referred to the Penal Divi- 
sion in Washington (in the case of states 
not covered by emanating lines, map, p. 1041), 
or (for the remaining states), on all signifi- 
cant cases, on review, or examination aided 
by field office comment, the crucial determi- 
nation as to civil penalty and criminal prose- 
cution is made by the Penal Division in 
Washington. 

In any event, review in the Washington 
office of the Penal Division is necessary 
before transmittal to the Department of 
Justice for prosecution. If the case is ap- 
proved for criminal prosecution in the 
Washington office of the Bureau of Internal 
Revenue, the Commissioner addresses a let- 
ter to the Assistant Attorney General in 
charge of the Tax Division of the Depart- 
ment of Justice. The entire file, including 
the report of the agent, is transmitted there- 
with, and request is made that the evidence 
be presented to a grand jury for indictment. 
The Department of Justice relies almost ab- 
solutely on this record for all factual and 
technical determination since the FBI is not 
utilized for this purpose and no other inves- 
tigation staff is available in the Department. 

After review in the Criminal Section of 
the Tax Division of the Department of 
Justice, the Assistant Attorney General 

(Continued on page 1042) 
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makes a final decision for or against prose- 
cution. In the past about one out of four 
such cases thus forwarded by the Internal 
Revenue Bureau were denied criminal prose- 
cution by the Assistant Attorney General, 
although recently the rate of rejections is 
increasing somewhat. Generally prosecu- 
tion is undertaken only when conviction 
seems almost certain. Such factors as loca- 
tion, reputation, evidence and defenses, all 
of which would indicate likelihood of con- 
viction, are weighed. If, however, the 
Assistant Attorney General approves prose- 
cution, the file is transmitted to the United 


Such presentment and the actual trial of 
the case, unless the defendant pleads guilty 
or nolo contendere, is usually performed by an 
attorney specially assigned from the Tax 
Division of the Attorney General’s Office. 
Obviously this entire procedure takes a long 
period of time (usually about a year from 
the special agent’s investigation to the in- 
dictment) ; moreover, the criminal prosecution 
cases proceed with much secrecy compared 
with the normal assessment cases. Also, 
deficiency notices on the assessments are 
usually not mailed until the criminal phase 


States Attorney in the appropriate district of the case has been closed. [The End] 
wih instructions to present the evidence to 
the grand jury. 
ee 
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FEDERAL BAR TAX LAW INSTITUTE SYMPOSIUM is 
aire 
erty 


T HE FIRST of a current series of tax symposia sponsored by the Federal Bar Kin: 
Tax Law Institute took place on October 23 in New York City. United States ‘dase 


District Judge Edward A. Conger presided. with 

Leopold Schorr, Tax Counsel to Pettit, Bausman and Company and in- frac 
structor in taxation at the City College of New York, discussed “Practical Estate The 
Planning,” and Harry Silverson, of the firm of J. K. Lasser and Company and repr 
lecturer in taxation at New York University and the Practising Law Institute, busi 
spoke on “Securities Transactions and the Capital Gains Tax.” the 

Joseph T. Higgins, former Collector of Internal Revenue for the Third Dis- \no 
trict and now chairman of the Federal Bar Tax Law Institute of the Federal Bar mene 
Association of New York, New Jersey and Connecticut, announced that additional witl 
symposia will be held at the United States Court House, Foley Square, New York ww 
City, on December 4, 1946; February 5, 1947; March 26, 1947; in Newark, New ° OY 
Jersey, in November, 1946; and in Hartford, Connecticut, in January, 1947. tat 


Tickets are complimentary and will be mailed on request addressed to Joseph 
T. Higgins, Chairman, 1775 Broadway, New York City, CIrcle 5-6363; John A. 
Kennedy, Secretary, 259 West 14th Street, New York City, CHelsea 3-7030; _ Act 
George Cutler, Connecticut Chairman, 18 Asylum Street, Hartford, Connecticut, 
Hartford 2-5911; or Walter H. Schulman, New Jersey Chairman, 17 Academy 
Street, Newark, New Jersey, MItchell 2-0900. 
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THE PROPERTY FACTOR 


in State Franchise Taxation 


By EDWARD ROESKEN 
Member of the New Jersey Bar 


To what extent have states indicated that foreign corporations are to use prop- 
erty in the allocation of their franchise taxes? 


N THE STATES which impose franchise 

taxes upon foreign corporations, various 
iethods are used to determine that part of 
the tax base which is to be assigned to 
the state and against which the applicable 
rate is to be applied. 


A small number of states level the rate 
directly against the value of the actual prop- 
erty in the state, using this property as a 
measure of the franchise for which the tax 
is exacted. Others compare the property 
within and without the state, applying the 
fraction so obtained against the tax base. 
‘The largest group employs a fraction which 
represents the ratio between property and 
business within the state as compared with 
the total property and business everywhere. 
\nother group, in its allocation of the fran- 
hise tax base, uses the ratio of property 
vithin and without the state as one of three 
‘ratios which, considered together, are em- 
loyed in allocating a portion of the tax 
ise to the state under the so-called 
\lassachusetts formula.” 


orm = «@ « 


Actual Property in State as a Basis 


Five states, Alabama, Colorado, Nebraska, 
South Carolina and Wyoming, use as a 
franchise tax basis an amount which repre- 
sents either the “actual amount of capital 
employed” in the state, the “property and 
credits employed” in business in the state, 
the “value of the property of such corpora- 
tion used” within the state in the conduct 
ot business or some like basis which requires 
the taxpayer to indicate a definite amount 
as the tax base. Thus, the state seelzs to 
measure the tax by the value of the particu- 
lar property actually used and present within 
the state, and applies the tax rate directly 
against that value. 


State Franchise Taxation 





In Alabama, the annual franchise tax lev- 
ied against foreign business corporations is 
based upon “the actual amount of capital 
employed in this state.” The Colorado an- 
nual license or franchise tax is, by statute, 
paid by a foreign corporation according to 
“that portion of its capitalization which is 
represented by its corporate capital, prop- 
erty and assets located and employed in 
Colorado.” Nebraska measures its franchise 
or occupation tax on foreign corporations 
“by all the property and credits employed 
by said foreign corporation in the conduct 
of its business in the State of Nebraska.” 
The South Carolina annual license fee or 
franchise tax of a foreign corporation is 
based upon “the value of the property of 
such corporation used within this state in 
the conduct of its business.” In Wyoming, 
the license or franchise tax is paid by a 
foreign corporation “on that portion of its 
corporate property and assets located and 
employed in Wyoming,” the assessed value 
of any property being deemed its actual 
value. 


Inclusion of Intangibles 


The Alabama Franchise Tax Division has 
indicated that “capital,” as used in the stat- 
ute, does not mean “capital stock” or “net 
worth,” but all property of whatever kind 
used in transacting business; and that in- 
terstate as well as intrastate use is included, 
as the tax is not on the employed capital, 
the amount of it being the measure of the 
tax. Intangible property is considered in 
the computation of the tax in the following 
manner: From the total assets, as shown 
by the submitted balance sheet, the total 
tangible property used everywhere is de- 


ducted. From this remainder, the gross 
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intangible assets, are deducted the accrued 
taxes plus one-half of the Prepaid and Post- 
War Refund items shown on the Supple- 
mental Information Report. To the amount 
remaining is applied a fraction representing 
the Alabama percentage of the average ratios 
of tangible property, payroll and sales with- 
in and without the state. Then added to the 
amount thus obtained is the tangible prop- 
erty used in Alabama, and the total is the 
“capital employed in Alabama,” against 
which the tax rate is applied. The “Massa- 
chusetts formula,” employing ratios of tan- 
gible property, payroll and sales, is thus 
used to allocate a portion of the ‘“‘gross in- 
tangible assets” to Alabama, this portion, 
together with the tangible property employed 
in that state, forming the basis of the tax. 


Intangibles enter into the base of the 
franchise tax in Nebraska, since “the prop- 
erty and credits” employed in business in 
the state are reached there. The statute de- 
fines the property and credits as consisting 
of real and personal property “and other 
investments including operating capital em- 
ployed in Nebraska, advertising, credits and 
accounts receivable, without deduction of 
sums due and owing by said foreign corpo- 
ration, and all other money and credit em- 
ployed and used in the state by such foreign 
corporation in the transaction of its busi- 
ness.” The Attorney General of the state 
has ruled that regardless of the number of 
transactions or the amount of money in- 
volved, a foreign corporation should pay 
the tax on the credits and accounts resulting 
from the business which the state has the 
power to regulate—that resulting from in- 
trastate business. He has indicated that 
real estate mortgages are “credits” within 
the meaning of the law, and their taxability 
would depend upon whether they sprang 
from local or interstate transactions.’ 


The “property” which forms the basis of 
the tax in South Carolina is also regarded 
as including intangible property. 


Colorado and Idaho Bases 


The Colorado Annual Report provides no 
method of allocation and, after calling for 
data with respect to the authorized capital 
stock, requires the corporation to reveal the 
“portion of said capital stock represented by 
its corporate capital, property and assets 
located and employed in the State of Colo- 
rado”’—this information to be given in an 
amount of “dollars and cents.” In the ab- 


1Opinion of the Attorney General, December 
13, 1940. 
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sence of any official indication as to how 
this amount is to be determined, it is not 
unusual for a foreign corporation to compare 
the value of its total assets in Colorado with 
the value of its assets everywhere and to 
apply the fraction so obtained to the out- 
standing capital stock in order to arrive at 
the “portion of its capitalization” so repre- 
sented in the state.” Such a method would 
overcome any constitutional objection to 
the use of the full capitalization or author- 
ized capital stock apparently called for by 
the statute in its use of the word “capitaliza- 
tion.” Few states have employed “author- 
ized capital stock” as a base of an annual 
franchise tax or fee on foreign corporations, 
either with or without allocation, since the 
decision of the Supreme Court of the United 
States in 1924 in the Ohio case of Air-Way 
Electric Appliance Company v. Day, 266 U. S. 
71. There, the Ohio franchise tax, as then 
imposed on foreign corporations upon the 
proportion of the number of shares of au- 
thorized common stock, represented by 
property owned and business transacted in 
the state, was ruled invalid as to a corpo- 
ration which had 400,000 shares without par 
value authorized, of which only 50,485 had 
been issued. The court regarded the inevi- 
table effect of the statute to be that of taxing 
and directly burdening interstate commerce 
of foreign corporations permitted to do 
business in Ohio and engaged in interstate 
commerce, whenever the number of shares 
authorized, subjected to the Ohio tax, ex- 
ceeded the number of outstanding shares 
attributable to or represented by the cor- 
poration’s business in that state. 


The Idaho statutory requirements require 
the payment of the license or franchise tax 
by foreign corporations to be based upon 
“authorized capital stock.” There is no 
provision for allocation and the rates of tax 
are applied directly against the authorized 
capital stock. The law imposing the tax 


on the authorized capital stock was upheld | 


by the Supreme Court of Iowa in 1913 in | 


Northern Pacific Railway Company v. Gifford, 
Secretary of State, 25 Idaho 196, 136 Pac. 
1131, writ of error dismissed on motion of 
counsel for the plaintiff in error, 235 U. S. 
711. This was, however, eleven years be- 
fore the decision of the Supreme Court of 
the United States in the Air-Way Electric 
Appliance Company v. Day decision in 1924, 
previously mentioned. 


It may be noted in passing that the Vir- 
ginia annual registration fee is also based 


2 Colorado CT 
T 42.1. 


(Corporation Tax) Service, 
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upon the “authorized maximum capital 
stock.” The nominal rates (from $5 to a 
maximum fee of $25) doubtless account for 
the fact that the propriety of such a basis is 
seldom questioned as to foreign corporations. 


‘Massachusetts Formula”’ States 


As the basis of their franchise taxes a 
number of states employ net income allo- 
cated to the state under the “Massachusetts 
formula.” These are California, Connecti- 
cut (income derived from the manufacture, 
sale or use of tangible personal or real prop- 
erty), Massachusetts, Minnesota (income 
from business of manufacture and sale of 
personal property), Montana, New York 
(business income) and Utah. 

Under this formula, three factors are used 
in effecting allocation: (1) tangible prop- 
erty, both real and personal,® (2) payroll and 
(3) sales or gross receipts. The state total 
is, in each instance, compared with the re- 
spective total within and without the state. 
Ordinarily, the percentages so obtained are 
added together and divided by three, result- 
ing in a single allocation percentage, which 
is applied to the base of the tax. It is 
against the amount so secured that the tax 
rate is applied. 


New Jersey, under its new franchise tax, 
which became effective January 1, 1946, ap- 
plies this formula to the “net worth” of a 
corporation as the usual basis of its fran- 
chise tax applied to foreign corporations.‘ 


Pennsylvania applies this formula to the 
actual value of the capital stock of a for- 
eign corporation, which forms the basis of 
the franchise tax of such companies, by 
dividing that value into three equal parts 
and using the following ratios: (1) the ratio 
ot the corporation’s tangible property (real 
and tangible personal property) in Pennsyl- 
vania to all tangible property wherever situ- 
ated; (2) the ratio of the amount expended 
for wages, salaries, commissions and other 
compensation to its employees assignable to 
Pennsylvania to the total expenditures to 
all its employees; (3) the ratio of gross 
receipts assignable to Pennsylvania to the 
total gross receipts from all business done. 

For a discussion of the property factor in 
connection with the seven states named, see 
“The Property Factor in State Income Tax Allo- 
cation’? in the May, 1946, issue of TAxES—The 
Tax Magazine, page 473. 


*See ‘‘New Jersey Changes to the ‘Massachu- 
Setts Formula’’’ in the June, 1945, issue of 
TAXES—The Tax Magazine, page 498. 


State Franchise Taxation 


Property as Sole Allocation Factor 


Four states, Arkansas, Michigan, Missouri 
and West Virginia, make use of property 
within the state, as compared with property 
evervwhere, as the sole factor to be taken 
into consideration in the allocation of the 
franchise tax base. 


Foreign corporations in Arkansas pay 
their franchise tax upon “the proportion of 
the subscribed capital stock of the corpo- 
ration represented by property owned and 
used in business in this state.” Shares hav- 
ing a par value are computed at the par 
value and no par shares are taken to be of 
the par value of $25 each for the purpose of 
this computation. Here a single factor de- 
termines the fraction to be used in allocating 
the proportion of the subscribed capital 
stock allocable to Arkansas—the relation 
between the value of the property in the 
state to the total value of the property every- 
where. “Actual 100 per cent value of all 
property” is called for by the return in the 
reporting of such property for allocation 
purposes. 


Michigan’s franchise tax is based upon the 
allocated portion of the corporation’s paid- 
up capital and surplus. Allocation is made 
in the ratio which the corporation’s property, 
both tangible and intangible, owned or used 
in Michigan, bears to the entire property. 
The statute stipulates that property or capi- 
tal located outside of Michigan and capital 
or surplus represented by property exclu- 
sively used in interstate commerce are to 
be excluded from the computation. In 
practice, however, all items exclusively used 
in interstate commerce are to be assigned as 
located without the state and listed in the 
“Without Michigan” column of the return. 
The Corporation and Securities Commission 
has remarked: “The fact that the interstate 
property is located without the state gives 
a smaller percentage and therefore is not 
construed as being used in computation of 
the privilege fee.”* It is provided, by stat- 
ute, that “in determining the amount or 
value of intangible property, including capi- 
tal investments, owned or used in this state 
by either a domestic or foreign corporation, 
such property shall be considered to be 
located, owned or used in this state, for the 
purposes hereof, if used in or acquired from 
the conduct of its business in this state, 
irrespective of the domicile of the corpora- 
tion.” ® 





’ Michigan CT Service, {| 304.05. 
6 Compiled Laws, 1929, Section 10143. 
























































In Missouri, the basis of the franchise tax 
of foreign corporations is the par value of 
its outstanding shares and surplus employed 
in business in the state; or, if there are 
shares without par value outstanding, those 
shares are considered as having a value of 
$5 per share, unless their actual value ex- 
ceeds $5 per share, in which case the tax 
is levied on the actual value and the surplus. 
There the corporation is deemed to have 
employed in the state “that portion of its 
entire outstanding shares and surplus that 
its property and assets in this state bear to 
all its property and assets wherever located.” 
3ank deposits are specifically excepted, by 
statute, from consideration in computing the 
amount of the tax. The return calls for the 
“clear market value of property and assets,” 
less encumbrances on the assets as reported 
within and without the state. 


The assessment of the West Virginia fran- 
chise or license tax of a foreign corporation 
is made according to the proportion of its 
issued and outstanding capital stock which 
is represented by its property owned and 
used in the state. While no par shares are 
presumed to be of the par value of $25 each 
if such stock was originally issued for a 
greater consideration, the tax is to be com- 
puted upon the basis of the consideration 
for which such stock was issued. The re- 
port calls for the value of property owned 
in the state and of that owned and used 
outside the state and requires the corpora- 
tion to indicate the percentage of the capital 
stock which is thus represented by property 
owned in West Virginia. 


Volume of Business as Factor 


The Texas franchise tax is based upon 
the proportion of the outstanding capital 
stock, surplus and undivided profits, plus 
the amount of outstanding bonds, notes and 
debentures. The allocation is to be made in 
the proportion that the gross receipts from 
business done in Texas bear to the total 
gross receipts of the corporation from its 
entire business. It has been held that “busi- 
ness done in Texas,” used as the numerator 
of this allocation fraction, relates to busi- 
ness begun and completed in Texas.’ 


In the State of Washington, where the 
statute provides that the license or franchise 
tax of foreign corporations is to be com- 
puted upon the proportion of the capital 
stock represented or to be represented by 
its “property and business” in Washington, 





7 Clark, et al., v. Atlantic Pipe Line Company, 
134 S. W. 2d 332. 
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this proportion is to be ascertained “by 
comparing the entire volume of business 
with the volume of intrastate business” in 
Washington. 


The Florida Alternatives 


An annual franchise tax in the nature ofa 
filing fee is imposed by the State of Florida. 
Graduated rates are applied to the capital 
stock of foreign corporations, capital stock 
being specified by statute as referring to 
“the invested capital represented by shares 
outstanding.” There is no statutory provi- 
sion for the allocation of a portion of the 
capital stock to Florida where business is 
done in other states. The form of return, 
however, provides two methods of alloca- 
tion, indicating the method used may he 
either (a) the proportion of assets in Florida 
to total assets of the corporation, or (b) the 
proportion of the total business in Florida 
to the total business of the corporation. The 
Secretary of State has remarked that for 
foreign corporations such as companies en- 
gaged in the buying and holding of real 
estate, the asset ratio is to be used, while 
corporations which manufacture and _ sell 
their products within the state and have no 
great amount of investment in assets are to 
use the business ratio, the facts and cir- 
cumstances in each case to determine which 
method is to be used.® 


Property Plus Business Factors 


Eleven states employ property and busi- 
ness in the allocation of the bases of their 
franchise taxes. These are Georgia, II]linois, 
Kansas, Kentucky, Louisiana, Mississippi, 
New Mexico, North Carolina (merchandis- 
ing corporations), Ohio, Oklahoma and 
Tennessee (merchandising corporations). 


The basis of the Georgia License Tax, as 
applied to foreign corporations, is, according 
to statute, “the proportion of its entire out- 
standing issued capital stock and surplus 
that its property and assets in this state 
bear to all its property wherever situated, 


and that the volume of business done in this | 


state bears to the total volume of business 
done by the corporation.” Such values of 
property and assets within and without the 
state, giving locations, and the volume of 
business done within and without the state, 
giving locations, are called for in the return 
and used in determining the proportion of 
the outstanding issued capital stock and 
surplus allocable to the state, against which 
the schedule of rates is applied. 


8 Florida CT, § 302. 
TAX ES—tThe Tax Magazine 
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In Illinois, the basis of the annual fran- 
chise tax of a foreign corporation is the 
allocated portion of the corporation’s stated 
capital and paid-in surplus. Allocation to 
Illinois is effected in the proportion which 
the value of the corporation’s property lo- 
cated in Illinois plus the gross amount of 
business transacted by it at or from places 
of business in that state bears to the value 
of all of its property, wherever located, plus 
the gross amount of its business, wherever 
transacted. Prior to 1927, “total tangible 
property” was a factor in this allocation. In 
1927, “total property” was substituted, and 
this concept was carried over into the present 
law, the Business Corporation Act of 1933. 
The return calls for the reporting of prop- 
erty “as of the close of business on De- 
cember 31, or as of the end of the fiscal 
year next preceding December 31 if the 
corporation is on a fiscal year basis.” 


The Kansas franchise tax is based on “the 
proportion of the issued capital stock of the 
company represented by its property and 
business in Kansas.” The return filed calls 
for the reporting, as property within and 
without the state, of real estate, leases, per- 
sonal property, stocks, bonds and other 
securities, merchandise, cash, accounts re- 
ceivable, notes receivable and deferred ex- 
penses. 


The Kentucky license tax or franchise 
tax, as leveled against a foreign corporation, 
is based upon “that part of the value of its 
capital stock represented by property owned 
and business transacted in this State, ascer- 
tained by finding the proportion that the 
property owned and business transacted in 
this State bears to the aggregate amount of 
property owned and business transacted in 
and out of this State.” The “capital stock,” 
which is apportioned, is a value ordinarily 
reached through the averaging of the market 
value of the capital stock outstanding, the 
capitalized earnings and the net worth of 
the corporation. (Regulation CO-4.) In 
the reporting of property and_ business 
for the purposes of allocation, the return re- 
quires that both the book value and fair 
market value of the total assets at the end 
of the year, in Kentucky and also every- 
where, be given. A method of allocation of 
property to Kentucky is not provided, but 
the taxpayer is instructed to explain the 
method whereby the Kentucky figures were 
determined. 


A foreign corporation in Louisiana bases 
its franchise tax upon the amount of its 
issued and outstanding capital stock, surplus 
and undivided profits. If, however, the capital 
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used or invested includes borrowed capital 
in excess of its capital stock, surplus and 
undivided profits, such excess of borrowed 
capital is added to the capital stock, surplus 
and undivided profits as a part thereof as 
the basis for computing the franchise tax. 
Allocation is effected according to the arith- 
metical average of the following ratios: (a) 
the ratio that its property and assets in 
Louisiana bear to all of its property and 
assets wherever situated; (b) the ratio that 
the volume of business done in Louisiana 
bears to the total volume of business done 
by the corporation. It is provided, how- 
ever, that the proportion of capital stock, 
surplus and undivided profits allocated to 
the state is in no case to be less than the 
total assessed value of real and personal 
property of the foreign corporation in 
Louisiana for the calendar year preceding 
that in which the tax is due. 


In Mississippi, the statutory basis of the 
franchise tax of foreign corporations is “the 
value of capital used, invested or employed 
within this state.’ This is ascertained by 
applying to the combined issued and out- 
standing capital stock, surplus and undivided 
profits, capital reserves and certain other 
elements of capital, the ratio which the real 
estate and tangible personal property owned 
and used in Mississippi and the gross re- 
ceipts from Mississippi business bear to the 
total real estate and tangible personal prop- 
erty and total gross receipts. The amount 
so found is not to be less than the assessed 
value of the corporation’s property in Mis- 
sissippi for the year covering which the 
return is made. The return calls for the 
reporting of the book values of the real and 
tangible personal property. 


The New Mexico franchise tax is based 
upon that proportion of a company’s capital 
stock represented by its property and busi- 
ness in the state. The words “property and 
business in the state” have been construed 
by the State Corporation Commission to 
mean all property of a corporation in New 
Mexico not used exclusively in interstate 
business, plus the total receipts from intra- 
state business. The fraction obtained by 
dividing the sum of these items by the total 
property and business in and outside New 
Mexico is applied to the capital stock issued 
to determine the proportion against which 
the franchise tax rate is to be applied. 

Where, in North Carolina, the principal 
business of a company is selling, distributing 
or dealing in tangible personal property, the 
total amount of capital stock, surplus and 
undivided profits is apportioned on the basis 


1047 





of the ratio obtained by taking the arith- 
metical average of these two ratios: (1) the 
ratio of the book value of its real estate and 
tangible personal property in North Carolina 
on the date of the close of its calendar or 
fiscal year to the book value of its entire 
real estate and tangible personal property 
then owned by it, with no deduction for 
encumbrances; (2) the ratio of the total 
sales made through or by offices, agencies 
or branches located in North Carolina dur- 
ing the income year to the total sales made 
everywhere during that year. 


In Ohio, where the franchise tax is based 
upon the proportionate value of the issued 
and outstanding shares of stock allocated 
to the state, the total value of all such shares 
is first determined by the Department of 
Taxation. This value is then divided into 
two equal parts. One part is multiplied by 
a fraction representing the proportionate 
part of the corporation’s property which is 
owned and used in Ohio, and the other part 
is multiplied by a fraction representing the 
proportionate part of the total value of the 
corporation’s business which was done in 
Ohio during the preceding fiscal year. The 
amount obtained by adding the two figures 
thus determined forms the basis of the tax. 


The situs of intangible property in the 
allocation of the Ohio franchise tax is deter- 
mined according to whether it is used in and 
arises out of business transacted within 
or without Ohio. In a 1945 decision, the 
Supreme Court of Ohio had before it for 
consideration a question of the inclusion of 
intangibles in the tax base of a foreign cor- 
poration with its manufacturing plant and 
executive offices in Ohio, maintaining branch 
offices in nine states. The court held that 
accounts receivable arising from sales out- 
side Ohio and filled from a stock of goods 
in Ohio were to be considered as arising out 
of business transacted in Ohio and, having 
an Ohio situs, were to be included in the 
computation of the franchise tax base. The 
court also ruled that general deposits of the 
company in banks outside Ohio, used for the 
purposes of its business generally, both 
within and without Ohio, should not be in- 
cluded in the base for the computation of the 
franchise tax.® 


The Oklahoma license or franchise tax is 
based upon the proportion of the capital of 
the corporation used, invested or employed 
in Oklahoma in the proportion which the 
property owned and business done in Okla- 
homa bear to the total property owned and 


® National Cash Register Co. v. Evatt, 62 N. E. 
2d 327. 
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business done. “Capital” is construed to 
include the outstanding capital stock, sur- 
plus and undivided profits, plus the amount 
of bonds, notes, debentures or other evi- 
dences of debt maturing four years or more 
after issuance. Intangibles are to be ap- 
portioned wholly to Oklahoma, unless a 
commercial or business situs for such intan- 
gibles has been established elsewhere. 


The Tennessee allocation of the issued 
and outstanding stock, surplus, and undi- 
vided profits, which constitutes the basis of 
the franchise tax in that state, is effected, in 
the case of merchandising corporations, by 
taking the arithmetical average of the fol- 
lowing two ratios: (1) the ratio of the value 
ot the Tennessee real estate and tangible 
personal property at the close of the com- 
pany’s fiscal year to the value of its entire 
real estate and tangible personal property, 
with no deductions for encumbrances; (2) 
the ratio of the total sales made through or 
by offices, agencies or branches in Tennessee 
during the income vear to the total sales 
made everywhere during that year. 


Minimum Bases 


In Louisiana, the allocated basis of the 
franchise tax of a foreign corporation is in 
no case to be less than the total assessed 
value of the real and personal property in 
Louisiana for the calendar year preceding 
that in which the tax is due. 


In Mississippi, the allocated basis is not to 
be less than the assessed value of the real 
estate and tangible personal property in Mis- 
sissippi for the year covering which the re- 
turn is due. A North Carolina minimum 
basis of similar tenor is somewhat broader, 
for it is provided that the allocated basis is 
not to be less than the total assessed value 
(including total gross valuation returned for 
taxation of intangible personal property) of 
all the real and personal property in the 
state of the corporation for the year in 
which the report is due, nor less than its 
total actual investment in tangible property 
in the state. 


The measure of the Tennessee franchise 
tax is in no case to be less than the actual 
value of the real and tangible personal prop- 
erty owned or used by the corporation in 
Tennessee. In Texas, the franchise tax is 
not to be computed on an amount less than 
the assessed value for state ad valorem pur- 
poses of the property owned by the corpo- 
ration in Texas. 


[The End] 
TAXES—tThe Tax Magazine 











asse 


visi 
and 
asst 
ina 
asst 
asst 
for 

orig 
sub 
juvi 
rect 
cou 
and 


asse 
the 

loca 
limi 


|, in 
by 
fol- 
alue 
‘ible 
om- 
itire 
rty, 
(2) 
h or 
ssee 
sales 


the 
is in 
ssed 
ty in 
‘ding 


ot to 
real 
Mis- 
e re- 
mum 
ader, 
Sis iS 
value 
-d for 
y) of 
n the 
ar in 
in its 
yperty 


ichise 
actual 
prop- 
ion in 
tax is 
s than 
m pur- 
corpo- 


. End] 


gazine 








ere 





ESSENTIALS 


OF STATE ASSESSMENT 


SUPERVISION 





Q HOULD A STATE government that 
\ levies no property tax be interested in 
a good assessment? 


All states should be interested in a good 
assessment, and they should maintain super- 
vision of it. Too many states use review 
and equalization as the only check on local 
assessing, failing to realize that they are 
inadequate substitutes for good original 
assessments. State participation in the 
assessment process has greater potentialities 
for good when directed to improvement of 
original assessments than when applied to 
subsequent stages in the process. As with 
juvenile delinquency, the best place to cor- 
rect the evil is at its source, not in the police 
court, for that is essentially what review 
and equalization are like. 


Good Assessment 


Good assessment has many possibilites: 
it can equalize assessments by classes of 
property where one class of property is 
assessed by the state and the remainder by 
the individual local assessors; it can make 
local debt limitations effective (many states 
limit indebtedness to a certain percentage 
of the assessed valuation); and it can be 
used as a basis for distributing state aid 
for schools, roads, relief, public welfare or 
other public functions. 


vital interest in 
maintaining the integrity of the local assess- 
ment because it is the principal source of 
local revenue which is needed to meet the 
large mandatory expenditures imposed by 
State legislation. What, then, does effec- 


ty 


tive state supervision entail? 


The state also has a 


Essentials of State Assessment Supervision 






































By ARCHIE B. GOODMAN .. . 


The author is with the Bureau of Reclama- 
tion of the U. S. Department of the Interior 


The most important prerequisite of an 
adequate supervision program is a proper 
attitude on the part of state officials and 
employees toward local governmental officials 
and their problems. Control rather than 
“supervision” seems to be the ambition of 
too many state agencies. Certainly the 
““Allah-Bend-Down” servitude demanded by 
some state supervisors has lasted too long 
as the religion of intergovernmental rela- 
tions. The new faith looks to mutual coop- 
eration among all governments in solving 
common problems. Cooperation, not state 
dictation and local submission, is the key to 
success in supervision. 


The Big Stick 


Stated somewhat more formally, much of 
the failure of well-intended supervision in 
the past is due to unwarranted dependence 
on the constitutional supremacy of state 
governments over local governments—the 
big stick, if you please. As one authority on 
rural goverment stated: “The more one 
reflects upon the issues raised by the gen- 
eral question of the proper relationship 
between the state and its local units, the 
more one is driven to the conclusion that 
our difficulties are due to the influence of 
the legal concept of the supremacy of the 
State over its local subdivisions. The prac- 
tical effect of our literal interpretation of 
this notion has been to set the state and the 
locality in distinct spheres The 
literal interpretation of state supremacy on 
the one hand and the stubborn insistence on 
the local control of policy on the other, have 
produced a state of affairs out of which 
sound administration can be secured only 
by the use of a new technique.” ? 


1Lane W. Lancaster, Government in Rural 
America, D. Van Nostrand Co., New York, 1937, 
Pp. 367. 
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“Static state control is always marked by 
the endeavor of the state to superimpose 
its purposes upon local communities. Dy- 
namic state supervision recognizes that 
local communities themselves 
must participate in the process if the effort 
is to be fruitful and not a sterile paper 
reorganization. Supervision must be viewed 
not as an end for law enforcement but as 
a means to the end of a responsible gov- 
ernment placed under public control. 
Supervision is or can be made a means to 
implement the healthy functioning of finan- 


changing 


cial and civic lite.” 


Again, “It gets us nowhere, for example, 
to repeat that education, or public health, 
or taxation, is a matter of state concern, 
when common observation tells us that un- 
der some circumstances the state, as a mat- 
ter of fact, abdicates in the actual conduct 
of the function 3ut political life, 
like all other aspects of life, refuses to be 
compressed within the narrow 
theories and legal formulae. 


limits of 
It was a wise 
man who reminded us that ‘nothing is easier 
than to simplify life and make a philosophy 
about it. The trouble is that the resulting 
philosophy is true only of that simplified 
life.” Something like this mistake has been 
made in much of our thinking about state 
and local relationships. On the one hand, 
impatient and perhaps a little 
supercilious toward the clumsy methods of 
local officials, call loudly for a more rigid 
central control. On the other hand, the 
mystical devotees of ‘home rule’ and ‘local 
self-government,’ anxious to prevent the 
building up of a state administrative hier- 
archy, would apparently go to the other ex- 
treme of almost complete local autonomy.” * 


observers, 


Unity of Government Problem 


Practically, the problem of government is 
a single one in which federal, state and local 
governments all are interested. “For it is 
in fact possible to begin with the assump- 
tion that there is no serious divergence in 
most cases between the standards desired 
by the better opinion in a state and the 
willingness of local officials, once they are 
informed, to attempt to reach those stand- 
ards. As the world shrinks we must elab- 
orate a technique based upon such an 
assumption, a technique which will recog- 

2 Wylie Kilpatrick, ‘‘An Inventory of State 
Supervision of Local Finance,’’ Annals, Vol. 183, 
January, 1936, p. 170. 

* Lancaster, op. cit., p. 368. 


1050 


November, 1946 e@ 


nize the unity of the problem of govern- 
ment, while leaving room for the infinite 
variety of forms of solution demanded by 
differing local conditions.” * 


The attitude of big “I,” little “you” on 
the part of some political theorists and state 
officials unfortunately has led to widespread 
pessimism regarding possibilities for im- 
provement in assessments, or in any other 
phase of local government. Many throw 
up their hands in disgust and recommend 
complete abolition of the elected assessor, 
or centralization of the function in a state 
agency. Such a recommendation indicates 
an ignorance of practical government. It 
represents a spirit of defeatism. It fails 
to recognize that administration on both 
levels of government may be products of 
the same forces—politics. 


To begin with, then, an effective assess- 
ment supervision program must be short 
on “soup,” long on “vision.” Absolute con- 
trols over assessment must be minimized. 
Absolute state controls in the assessment 
field have never proved effective anyway. 
The only purpose they have served is that 
of a mild threat against an uncooperative 
local assessor—a possible last resort in the 
intolerable local situation. 
Effective supervision must come through 
educational channels, not through a strong 
police force. 


The powers of 
regarding local should be ad- 
visory only. More real good will be done 
if the supervisors are forced to become past 
masters in the gentle art of persuasion. 


event of an 


assessment 


assessors 


supervisors 


Skilled Supervisory Personnel 


Next in importance is skilled supervisory 
personnel. Effective work cannot be accom- 
plished without experienced supervisors 
who are employed for their professional 
competency. 

Stated bluntly, this means the develop- 
ment of a career service in the state super- 
vising agency. Even more desirable would 
be the adoption of a complete system of 
state civil service applicable to all non- 
policy-making positions in the state govern- 
ment. The success of the Wisconsin system 
of supervision is due in no small meas- 
ure to the professionalization of the staff of 
supervisors, their retention in the service 
through many changes of state administra- 
tions and their assurance of permanent 
tenure. 


4 Ibid., p. 369. 
TAX ES—tThe Tax Magazine 
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North Dakota Experiment 


There are facts—cold facts—to back up 
this statement. In 1919, North Dakota 
copied the assessment supervisory system 
of Wisconsin in every respect save one— 
civil service personnel. District supervis- 
ors were appointed in the seven judicial 
districts of the state by the State Tax 
Commissioner. 


During their earlier years these super- 
visors conferred with local assessors, col- 
lected sales data, and assisted the Tax 
Commissioner in making the state equaliza- 
tion. With the decline of the Non-Partisan 
League, politicalization of the office of 
supervisor gradually destroyed its useful- 
ness. Therefore, the abolition of the office 
of supervisor in 1933 by initiative referen- 
dum was only the final chapter of a some- 
what dubious experiment. 


Merit System 


It is hard to overemphasize the impor- 
tance of securing a competent and adequate 
professional staff well protected by a merit 
system that works. This point was openly 
admitted when Oklahoma assessors re- 
cently appealed to Oklahoma A and M 
College for expert help. Local govern- 
mental officials rightly object to the hap- 
hazard, inconsistent and amateurish “control” 

{ itinerants who have neither an apprecia- 

tion of local problems nor the desire to 
hink them through. They properly resent 
the “orders” of political appointees whose 
qualifications sometimes are only political. 
Local officials, therefore, sense the shallow- 
ness of these freshmen. They certainly 
show their good sense by opposing further 
appropriations for “supervision” by persons 
with much less experience in assessing than 
they themselves have. 


Local officials in many states welcome the 
upervision and assistance of a reliable, un- 
biased permanent technical staff of special- 
ists who, year in and year out, are always 

the job and eager to help local officials 
solve their problems. They welcome the 
suggestions and advice of consultants who 
know the ramifications of their work, who 
ire not ignorant of varying local conditions 
and who, through long and profitable ex- 
perience, have learned to work with local 
officials. 


Essentials of State Assessment Supervision 





Adequate Appropriations 


A necessary corollary of the merit sys- 
tem is adequate continuing appropriations 
to pay the salaries and expenses of the pro- 
fessional staff. This means that not only 
must there be a merit system but also there 
must be appropriations forthcoming which 
will not only permit the recruitment of ex- 
pert personnel but also will enable the hir- 
ing of sufficient employees on a permanent 
tenure basis. The accumulated experience 
of such employees is an asset well worth 
protecting. Not only do these employees 
become better acquainted with property 
values, but they also establish working rela- 
tions with local officials which help consid- 
erably to carry forward equalization and 
supervision programs. Furthermore, the 
provision of adequate appropriations, the 
assurance of permanent tenure, and oppor- 
tunities for advancement will attract the 
more capable employees. Long and fruitful 
experience insures assessors of professional 
advice, rather than political chicanery. The 
difference is one of trust, respect, confidence 
and willing cooperation on the one hand, 
and of disrespect, distrust and outright re- 
bellion on the other. Until the merit sys- 
tem was established in Wisconsin, which 
is generally agreed to have the most highly 
developed supervisory system in the United 
States, state and county equalizations were 
a farce and supervision a corpse. 

With adequate funds and tenure status 
recruitment of supervisors is no problem, 
though their training and indoctrination does 
require the same meticulous care of an artist. 
In the average state there are always a 
number of able assessors who could be 
promoted with good results to supervisory 
positions on the state staff. In fact, I believe 
the incentive of a better job would pay large 
dividends in improved assessments through- 
out the state. 


Effective Leadership 


A proper attitude toward state super- 
vision and a strong personnel system that 
provides able, energetic supervisors is surely 
useless unless accompanied by capable and 
aggressive leadership in the state agency and 
leadership by the men who work for and 
with local assessors. Able tax commission- 
ers should certainly carry the ball. 


The specialist in charge of state assess- 
ment supervision must show initiative and 
imagination, must sell his assessment super- 
visors and local assessors a program of 
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cooperation. This factor alone can make 
or break such a program. It is not enough 
that there shall be competent personnel; 
there must be direction of this personnel 
coupled with the desire to make supervision 
count. One of the outstanding American 
leaders in assessment supervision—Judge 
Charles D. Rosa—invested seventeen years 
of his life in this work while a member of 
the Wisconsin State Tax Commission. He 
was an outstanding figure, a tireless worker, 
a constant traveler, a good judge of men 
and a strong believer in the substantial val- 
ues of local democracy. What the super- 
visors did for the local assessors, Judge Rosa 
did for the supervisors themselves. He trained 
them, worked with them, inspired them, 
protected them. Writing in _ retrospect 
about how he had helped throw away the billy- 
club of state control, Judge Rosa said, “It 
was thought at that time (1925) that, if 
our assessment system, which consisted of 
local assessors either elected or appointed 
by local authority and supervised by em- 
ployees of the Commission, was to accom- 
plish anything in the way of equitable 
assessment, such accomplishment must be 
secured by two things. First, a completely 
informed, frank and courteous corps of 
Commission employees who would not at- 
tempt to force superior knowledge upon 
local officials. Rather they must confer 
with such officials and so win their confidence 
and respect that the best thought and 
knowledge of the Commission could thereby 
have a chance of expressing itself in the 
field of both local and _ taxation-district 
assessments. And, second, as a corollary 
of the first, a body of local assessors and 
members of county boards who would re- 
pose more and more confidence in the per- 
sonnel of the department until there 
resulted a perfect working together in har- 
mony and a complete reliance on the part 
of local officials in the information pro- 
duced by the Commission for their benefit. 
Ten years of operation under this theory 
has justified [its] soundness.” In _ that 
brief paragraph is clearly expressed an out- 
standing leader’s philosophy of supervision. 





Indoctrination Courses 


Such leadership means more than con- 
fessing faith in the principles just outlined. 
It means preaching, teaching, eating, sleep- 
ing—even drinking them. The list of ac- 
tivities to foster such leadership should include 
indoctrination courses for the new assessors 
and annual conferences and _ assessors’ 
schools in which work and play is com- 





bined, and where experiences are compared 
and personal contacts are established. The 
great majority of assessors desire to fulfill 
the obligations which the law requires of 
them, and conferences are a powerful means 
of vitalizing this spirit of public service. 


Field Demonstrations 


Field demonstrations offer another op- 
portunity to influence the quality of the 
local assessment without resort to coercion. 
Supervisors should meet frequently with 
groups of assessors to demonstrate superior 
assessment methods. Demonstrating how 
best to assess an industrial plant, a home, 
a grocery store, a farm, is extremely practical. 


Assessors’ Bulletins 


Assessors’ bulletins on a regularly monthly 
basis are extremely useful. They serve the 
same purpose for supervisors that monthly 
bulletins do for private business. Such 
bulletins, if properly prepared, can stimu- 
late interest in the work of assessing; they 
can help improve the morale of assessors 
by publicly recognizing work well done; 
they help pass on to others the new ideas of 
the more experienced and better assessors; 
they can help distribute to assessors the 
latest information on property values. A 
warm glow of friendly informality will help 
much to make such a publication a useful 
device for supervision. Since the law books 
are about as dull as ditchwater for reading 
purposes, using the assessors’ bulletin 
merely to republish the laws of a state 
would be the surest way to _ kill its 
usefulness. 


Supervision should include giving tech- 
nical assistance on difficult assessments. 
Assessors, faced with problems of valuing 
property which is unfamiliar to them, 
should be able to call for prompt help from 
an assessment supervisor. Special studies 
and manuals should be prepared to aid 
assessors in assessing property involving 
difficult valuation problems. 


Supervisors’ Support 


Assessment supervisors can help sustain 
the work of assessors by backing them 
when involved in litigation or subjected to 
devious pressures. Many court cases are 
lost because of faulty presentation of testi- 
mony, not because of faulty work by the 
assessor. An experienced supervisor can 
help to avoid such needless pitfalls. It 
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takes courage to make an honest assess- 
ment of a plant which may be threatening 
either to move out of the county “because 
of high taxes” or to carry the assessment 
to court. Resisting the pressure of thought- 


ess county boards is also sometimes 
difficult. 


Assessors’ Manual 


Assessors’ manuals should also be an 
essential part of an assessment supervision 
program. Such manuals should be revised 
currently, and their use should be encour- 
aged throughout the assessment program. 
In some parts of the state special manuals 
may be necessary because of the special 
character of assessment problems. 


Supervisors can also aid in the review 
and equalization process. By extending 
their work to county boards, supervisors 
can help to establish an understanding re- 
lationship between the assessor and other 
agents of the assessment process. 


Equally important, experienced assess- 
ment supervisors can materially aid in the 
performance of the assessor’s job by getting 
the cooperation and understanding of tax- 
payers—which indeed is a basic require- 
ment of worthwhile public servants in a 
democracy. 


Cooperation 


The fourth and last essential of an ade- 
quate supervision program is cooperation— 
cooperation between the assessors and the 
state supervision program. One should not 
infer that the relation between the super- 
visors and the assessors should be only one- 
way traffic. Quite the contrary—one of the 
distinct advantages of supervision is the 
development of a feeling of mutuality 
unong the assessors and_ supervisors. 
There should be a healthy spirit of give- 
and-take between supervisors and assessors 
with reference to the forms and methods 
of assessing and equalizing, and even of 
property values. 


Local assessors should not be hesitant 
about calling on the State Tax Commission 
ior help. Supervisors cannot always do 
everything which an assessor must do as 
well as he can, but they can give him valu- 
able assistance on particular parts of his 
work, As the National Association of As- 
sessing Officers emphasizes, “The best ad- 


Essentials of State Assessment Supervision 


ministrator is not one who knows every 
detail of the job which he is called upon to 
do; he is one who can find persons knowing 
every detail and can so organize their 
efforts that this knowledge is fully utilized. 
Seldom is the local assessor favored with 
a budget large enough to employ such per- 
sons even if he were able to locate them. 
Sut the state, whose resources embrace the 
resources of all of its subdivisions, not only 
can more easily provide the funds with 
which to hire them, but can afford to em- 
ploy them on a continuous basis and shift 
them from one assessment district to an- 
other as demands for their services arise. 
3y utilizing the services of these experts, 
an assessor can administer his office better 
than by trying to do all of the work without 
advice, counsel, or assistance.” As one 
sage aptly remarked, the need is for ex- 
perts on tap, not on top. 


Conclusion 


To summarize, an adequate and effective 
state supervision program involves: 

1. A desire on the part of state super- 
visory personnel to be of real service to 
local assessors. 

2. Skilled supervisory personnel. 

3. Aggressive leadership. 

4. Genuine cooperation between the as- 
sessors and the state in solving mutual 


problems. [The End] 
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By GEORGE WEISBARD 


... TAXATION OF FAMILY{LI 


The author is a certified public accountant, an attorney and a Chicago resident 
partner in the firm of Berman, Payne, Weisbard and Hirsch 


\ THEN MARITAL RIFTS are care- 

fully nurtured into divorce, they often 
create chain reactions, which detonate, leav- 
ing debris from which tax problems will 
emerge like the Phoenix. For the present 
at least, the old duo, “death and taxes,” 
vields the center of the stage to the new 
team, “divorce and taxes.”* Thus the tax 
collector offers “proof positive” that when 
a human activity assumes widespread popu- 
larity,’ it becomes a fitting subject for tax- 
ation—or deduction. 


From Gould v. Gould 
to Section 22(k) 


Policies and theories of taxation run in 
cycles which, not unlike business cycles, 
differ in “length and amplitude” from classical 
norms. In the twenty-five years from Gould 
v7. Gould* to Section 22(k),* the tax wheel 
has turned a full 360 degrees. When the 
Court spoke in the Gould case, it admonished 
the Commissioner to allow Mrs. Gould full 
enjoyment of the funds received from her 
“ex.” Alimony was not taxable.’ 


Importuned by long-suffering, alimony- 
paying ex-husbands in search of more de- 
ductions,® Congress created a new concept 
for the tax treatment of family income‘ 
which allows the deduction of alimony—if 
the recipient is taxed therefor.® Gould v. 
Gould is relegated to the back of tax 

1 Observe how taxes occupy a place on every 
‘‘All American team.”’ 

2 There were 502,000 divorces in 1945, accord- 
ing to the Federal Security Agency. 

[265 eS. 1St. 62 h.. Se. Zi, Je BS. Ce. 53 
(1917) [1 ustc f 13]. 

*I, R. C. As amended by Section 120, Rev- 
enue Act of 1942. ; 

5 Regulation 103, Section 19.22 (b) (3)-1. 

6‘ Hearings before the Ways and Means Com- 
mittee, House of Representatives and the Com- 
mittee on Finance, United States Senate, 77th 
Congress, 2nd Session on H. R. 7378. 

7 Even though the family unit has been liqui- 
dated. 

8I. R. C. Sections 22 (k) and 23 (u) must be 
read together as they are complementary. 


services under “Prior Laws.” The consti- 


tutional question is glossed over.’ Alimony 
is now taxable. 


The detriment to the revenue emanating 
from this program is manifest. The “pen- 
alty”’ on remaining in wedlock is vexatious. 
Consider, however, the present plight otf 
the divorcee who, prior to 1942, accepted 
an alimony settlement as tax-Iree money 
in reliance on Gould v. Gould’ Well might 
she now petition her erstwhile spouse to 
“raise the ante’ to meet her income tax 
payments.” 


General Discussions 


The subject is quite comprehensive, 
touching as it does five sections of the 
Code,” without, however, the benefit of 
more than a handful of decisions to clarify 
the statutory pattern. Hence, it is not pro- 
posed here to exhaust the subject. Helpful 
literature in the nature of general discus- 
sions can be found in “Income Tax Aspects 
of Divorce and Separate Maintenance 
Suits” by Reymont Paul*® and “Alimony, 





* Some students of taxation entertain serious 
misgivings about the constitutionality of Sec- 
tion 22 (k). Section 23 (u) is a matter of legis- 
lative grace. 

0 Section 22 (k) applies, generally, to taxable 
years beginning after December 31, 1941, irre- 
spective of when the alimony settlement was 
effective. 

1 This might give rise to additional taxable 
income after the fashion of U. S. v. Joliet and 
Chicago Railway Company, 315 U. S. 44 [42-1 
ustc § 9222]. A more equitable solution would 
lie in revision of the alimony sections of the 
Code to exempt agreements entered into prior 
to 1942, unless modified after 1941 in the light 
of the new sections. 

12 Section 22 (k), expanding the definition of 
gross income; Section 23 (u), permitting the 


deductions; Section 171, concerning income of. 


estates and trusts (thereby revising the rule 
of Douglas v. Wilcutts, 296 U. S. 1. 80 L. Ed. 
3, 56 S. Ct. 59 (1935) [36-1 ustc J 9002]); Sec- 
tion 22 (b) (2), relating to annuities: and Sec- 
tion 3797 (a), respecting definitions. 

1813 Detroit Bar Quarterly 161 (October, 1945). 
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Y|LIQUIDATION 


Separation, and Marriage Settlement Allow- 
ances” in the 1946 cumulative pocket supple- 
ment to Merten’s, “The Law of Federal 
Income Taxation.’ 


Bureau Rulings 


Thus tar the published rulings on this 
subject by the Bureau have illuminated but 
tew of the dark recesses with which the 
structure abounds. 

It has been ruled that periodic payments 
made pursuant to a California interlocutory 
divorce decree are taxable to the wife and 
deductible by the husband.” 

Distinction must be made for the legal 
effect of an annulment of marriage as 
against the dissolution of the bonds of 

i matrimony through a divorce action. The 
Y Bureau so held in a letter dated December 
2 8, 1944 (454 CCH 6092), concluding that 
i] payments made under a judgment of an- 
a nulment are not taxable or deductible as 
ilimony payments. 


Y; Decided Cases 


us Recent months have yielded a crop of 
i, Tax Court decisions serving not only to 
clarify the tax status but concurrently to 
intensify the marital estrangement.” 


The principal problem pivots around the 
support of offspring.” In the Budd case * 
amount stipulated by the separation 
2-1 agreement as the sum payable for support 


nd tne 


uld . : : i . 

he or a minor child of the union was held not 

i101 — a 

cht “At pp. 66 to 73 of the supplement to Vol- 
ume j, 

of ST. T. 3761, 1646 T.. R.. B. Ne. 26. yn. 3. 

the * An iconoclast might be expected to sug- 


of. Sest a revision of the marriage vow along the 
lines of ‘‘till death (or taxes) do us part.”’ 





Ea. “ Although one waggish divorce lawyer claims 
Se¢- the principal problem in divorce settlements 
Sex today is, ‘‘Who gets the apartment?’’ 

's Robert W. Budd, 7 TC —, No. 52, July 30, 
45) 1946 [CCH Dec, 15,295]. 





Taxation of Family Liquidation 





The only 


deductible under Section 23(u). 
solace for the husband is that he may be 
allowed a dependency credit for the child 
if the other ingredients of Section 25(b) 
are present. 


Although Sokol” affected the year 1941 
and therefore arose under the prior law, 
the case is interesting as it points up the 
“single standard” that if a divorced hus- 
band receives alimony from his ex-wife, 
the tax treatment is the same as if the 
sexes were reversed.” This case is also 
important in demonstrating the essentiality 
of referring to—and carefully analyzing— 
the particular state law applicable to the 
marriage relationship and its aftermaths.” 





Next came Frank J. Kalchthaler,” wherein 
a husband was denied the deduction of pay- 
ments made to his wife from whom he had 
separated himself. Even though the pay- 
ments were made pursuant to a court order 
they were not within the ambit of allowable 
deductions for the reason that the court 
order was merely a judgment of non-support, 
whereas Section 23(u) requires ‘fa decree 
of divorce or of separate maintenance.” 
Necessarily, the statute must be strictly 
construed and nothing less than a court 





1% Hlinor Stewart Sokol, 7 TC —, 
gust 16, 1946 [CCH Dec. 15,331]. 

20 See Section 3797 (a) (17) I. R. C. 

21In this case Section 51 of the Domestic 
Relations Law of New York. 

27 TC —, No. 74, August 20, 1946 [CCH Dec. 
15,336]. 


No. 69, Au- 


1055 









































approved dissolution (or quasi-dissolution) 
of the marriage will suffice as the foun- 
dation for tax relief. 


Then there was decided the case which 
underscores the inequity of “retroactivity” 
as required by this statute.” In this pro- 
ceeding * the alimony payments received 
by the divorced wife included unspecified 
amounts for the care and support of minor 
children born of the marriage. Since no 
specific allocation was made by the decree 
for the children, the Tax Court held the 
entire amount taxable to the petitioner-wife 
even though she had used no part of the 
monies for herself. 


In Charles L. Brown, 7 TC —, No. 86, 
September 10, 1946 [CCH Dec. 15,369], a 
husband was denied any deduction for sums 
paid in accordance with a separation agree- 
ment drawn without a court proceeding. 
The statute specifies “a decree.” Private 
agreements do not qualify. 


Even though a Pennsylvania “absolute” di- 
vorce neither allowed nor required alimony, 
the Tax Court in one case (Tuckie G. Hesse, 7 
TC —, No. 84 September 10, 1946 [CCH 
Dec. 15,367]) gave effect to an agreement 
of the parties entered into in contemplation 
of the divorce proceedings. The court up- 
held the Commissioner’s determination that 
payments under that agreement were tax- 
able to the divorced wife. 


Decree or Instrument? 


Regarding the fountainhead of the ali- 
mony obligation, the statute seemingly 
offers a choice of “decree or instrument.” * 
Analysis demonstrates, however, that this 
is a “Hobson’s choice.” 

23 See notes 10 and 11. 

24 Dora H. Moitoret, 7 TC —, No. 76, August 
26, 1946 [CCH Dee. 15,352]. 

* “The obligation of the husband must be 
imposed upon him or assumed by him (or made 
specific) under either of the following: (1) A 
court order or decree divorcing or legally sep- 
arating the husband and wife, or (2) a written 


instrument incident to such divorce or legal 
separation.’’ (Regulations 111, Section 29.22 
(k)-1.) 

*°Thus, in one unpublished case, the settle- 


ment agreement stipulated : 

‘First: This agreement is expressly declared 
by both parties to be effective only in the 
event that said — Court of —— 
County, upon due and proper consideration of 
the cross-bill as finally amended, and the evi- 
dence adduced by both parties, shall enter a 
decree of divorce severing the bonds of matri- 
Mony existing between them. In the event that 
the said court, upon due and proper consid- 
eration of said cross-bill as finally amended. 
and the evidence adduced by the parties, shall 
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Generally, settlement agreements incident 
to proceedings for divorce or for separate 
maintenance proved as a condition prece- 
dent that the court having jurisdiction of 
the domestic dispute shall enter a decree 


of divorce or of separate maintenance.” 
In that event the divorce court normally 
embodies in its decree a reference to the 
settlement agreement, incorporating it by 
reference into the decree.” In this state of 
affairs the choice evaporates and the tax 
consequences must be bottomed on the 
decree. 


Another approach to resolving the choice 
between decree or instrument lies in the 
different treatment accorded settlement 
agreements in various jurisdictions. One 
authority,” has succinctly summarized the 
underlying principle as follows: 


“Agreements between husband and wife 
releasing or settling alimony claims or 
purporting to fix the amount to be paid as 
alimony do not, as a general rule, control 
the court in a divorce action, the court may 
adopt such an agreement or reject its -pro- 
visions and decree otherwise. 


“Contrary to the general rule, a number 
of jurisdictions hold that where the parties 
enter into a lawful contract fixing the 
amount to be paid for the support and 
maintenance of the wife, the court cannot 
interfere therewith by decreasing alimony 
contrary to its terms, so long as the con- 
tract is not set aside or impeached and 
continues to be performed according to its 
terms.” 


In Illinois, for example, it is now well 
settled that where the parties consent that 
their alimony agreement be incorporated in 
a decree, the agreement becomes merged in 


not enter a decree of divorce so severing the 
bonds of matrimony between them, this agree 
Ment shall become null and void.”’ 

*77In the same case referred to in 
the decree ordered: 

“That the plaintiff and the defendant perform 
and carry out all the terms, provisions, con- 
ditions and obligations set forth in that cer- 
tain property settlement contract entered into 
between them on the day of 
A, D., and hereinabove referred to in finding 
6, and which property settlement contract, by 
reference thereto, is made a part of this de- 
cree, with the same force and effect as if fully 
set out herein, and the court reserves juris- 
diction only for the purpose of enforcing the 
terms, conditions, provisions and obligations 
contained in said contract, upon application of 
either of the parties hereto; and for all other 
purposes this decree shall be and is hereby 
Made final and no further jurisdiction is re- 
served.”’ 

*8 27 Corpus Juris Secundum—Divorce 234. 
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the decree and after its entry the rights 
ot the parties rest upon the decree and not 
upon the agreement.” 


Periodic Payments 


The touchstone of the statute is that it 
will take cognizance only of “periodic pay- 
ments.” These need not, however, be made 
at regular intervals. They must, necessarily, 
be made subsequent” to a decree and pur- 
suant to it. 


For the reason that the term “alimony” 
means many things to many men, a con- 
troversy in semantics“ has fortunately been 
obviated by a precise delimination to pay- 
ments which possess the virtue of periodicity. 


Time was when the divorce court could 
assess alimony merely on the basis of finan- 
cial considerations coupled, perhaps, with 
such famliy and personal factors as might 
he advanced.” Comes now the all-important 
question: Shall this alimony be fixed before 
r after taxes? Fundamentally, the essence 
of the answer will be found in the frame 

f reference which the statute labels “peri- 

lic payments.” 


Lump Sum Settlements 


\n axiom of alimony taxation is that 
lump settlements do not qualify as taxable 


income. 


A gross award is inferentially ex- 
cluded by the following words of Section 
22(k): 

“Tnstallment payments discharging a part 
of an obligation, the principal sum of which 
is, in terms of money or property, specified 
in the decree or instrument, shall not be 
considered periodic payments for the pur- 
poses of this subsection.” 


There is one exception to the foregoing 
general rule. In brief, that exception is 


carved out of the fundamental principle for 


the benefit of a situation in which the pay- 
ment period is more than ten years. The 
statutory language follows: “except that an 
installment payment shall be considered 
periodic payment for the purposes of this 
subsection if such principal sum, by the 
terms ot the decree or instrument, may be 
or is to be paid within a period ending more 
than ten years from the date of such decree 
or instrument.” 


Though the tax door is closed to lump 
sum settlements generally and installment 
payments particularly, it will open momen- 
tarily to admit those happy little * install- 
ments which can rightly claim membership 


in the “more than ten-year club.” 


[The End] 





| Herrick v. Herrick, 319 3%. 

). aff’'g. 236 Ill. App. 478. 
®° Temporary alimony was held not deductible 
n George D. Wick, 7 TC —, No. 88, September 

1946 [CCH Dec. 15,375]. 

'As an excellent auxiliary aid to statutory 
construction in the solution of tax problems 
ind incidentally to legislative draftsmanship), 
see Wendell Johnson, People in Quandries—The 
emantics of Personal Adjustment, Harper, 1946. 
> “‘Oh, see what see what a blessing, what 
ve and caressing I’ve lost. and remember it. 


146, 149 N. E. 





pray, When you I’m addressing, are busy as- 
sessing the damages Edwin must pay.’’ W. S. 
Gilbert, Trial by Jury. Although this was an 
action for breach of promise of marriage, the 
testimony of personal loss is a touching re- 
minder that though taxes May on rare occa- 
sion be a flippant matter, divorce is never. 
Well, hardly ever. 

33The ten per cent rule of Section 22 (k) 
must be observed, but only if the installment 
payments are not ‘‘blackballed”’ in their effort 
to enter the charmed circle. 


ee 


TAX TREATIES WITH THE NETHERLANDS 


Representatives of the United States and representatives of the Netherlands 
have completed discussions in The Hague, exploring the possible bases for con- 
ventions for avoidance of double taxation with respect to income taxes and estate 


taxes. 


As a result of these discussions there has been drawn up a draft convention 


which deals with income taxes and contains provisions also with respect to certain 


extraordinary taxes in the Netherlands. 


The draft convention is being submitted 


by the representatives of the two countries to their respective governments for 


further consideration with a view to signature. 


have not been completed. 







Taxation of Family Liquidation 


Thé discussions on estate taxes 


It is expected that the matter will be given further 
consideration in the near future by the authorities of the two countries. 





ht lass. 


"[{HERE IS LITTLE DOUBT about 

what government agency has the great- 
est prestige among the people. It is the 
Bureau of Internal Revenue. 


Yet, this fact—and it is a fact—is con- 
trary both to history and to human nature. 
The tax-gatherer, throughout recorded his- 
tory, has been portrayed as a hard-bitten, 
unyielding Scrooge. He has been scorned 
in both rhyme and prose. 


The United States Bureau of Internal 
Revenue is the greatest tax-gathering or- 
ganization in history. It collects more 
money and from more different pockets 
than any other organization on earth. Yet, 
the people have unparalleled confidence in 
the Bureau as such and in the men who work 
for the agency. Employees of the Bureau 
of Internal Revenue frankly are viewed by 
the average citizen as being different from 
federal employees in general. The hated 
word—“bureaucrat”—seldom is applied to 
Bureau of Internal Revenue employees, al- 
though the word “bureau” is as conspicuous 
as a clown’s nose on every piece of sta- 
tionery, and on every local office of the 
agency. 

That the Bureau has the respect of all 
taxpayers and their counsellors is due to 
career men like Aubrey Ridgway Marrs, 
whose passion for honesty in figures is 
equalled only by his passion for anonymity. 
He has dodged publicity for fifty-one years 
—all his life—and would prefer to maintain 
that record. He consented to an interview 
only on the assurance that (1) it be made 
clear that he did not want personal pub- 
licity; (2) that it be pointed out that hun- 
dreds of Bureau of Internal Revenue 
employees, including most of the men who 


served under him, are just as worthy of 


public notice as he. 
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Mr. Marrs’ job is as technical as it sounds 
His official title is “Head of the Technical 
Staff, Bureau of Internal Revenue.” 


In an organization chart of the Bureau 
of Internal Revenue, the division headed by 
Mr. Marrs is about two steps below the 
Commissioner of Internal Revenue; but as 
far as a taxpayer is concerned, Mr. Marrs 
is the biggest man in the department. To 
appeal from Mr. Marrs, you must appeal to 
the Tax Court of the United States. Even 
then, you must defend yourself against Mr. 
Marrs, or one of his assistants, for the men 
on his staff are the men who will present 
the case against you in that court. 


Work of Technical Staff 


Under the title in this organization chart, 
appears this thumbnail description of the 
work of Mr. Marrs and the men who help 
him: 


“The appellate agency of the Bureau in 
income, profits, estate, and gift taxes. Acts 
upon questions involving determination of 
Bureau policy, specific cases, and other 
matters assigned by the Commissioner; con- 
siders proposals submitted for the settle- 
ment, without litigation, of income, profits, 
estate, gift, and processing taxes: acts upon 
offers in compromise in certain classes of 
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income tax cases; reviews Final Closing 
Agreements and proposed extensions of 
time for payment of income, profits, estate, 
and gift taxes; and has exclusive settlement 
authority, with concurrence of division coun- 
sel, over cases pending between the Tax 
Court of the United States.” 


The Technical Staff is decentralized into 
ten field divisions. “You might run into one 
of Marrs’ men anywhere—and just about 
any time. The employees in the field num- 
ber 530, while those who work with him in 
Washington total forty-eight. 


Decentralization 


“The key to real decentralization is giv- 
ing authority to the men in the field actually 
to make decisions that stick,” he pointed out. 
“Tf a field office is set up and it is still possible 
for the taxpayer to come into the Wash- 
ington office with his case, then, of course, 
everyone would try to doit. Thus far, since 
setting up the field procedure, we have suc- 
cessfully resisted virtually every pressure— 

litical or personal—to allow taxpayers to 
bring their cases into the Washington office. 


“Of course no one should or does object 

their appealing to the Tax Court. Every 
taxpayer has that right by law. But, since 
we have an adequate field system, we do ob- 
ject to the taxpayer trying to go over the 
head of our man out in the field who is 

indling the case and trying to do business 

ith someone else in the Bureau who may 
ow less about the case.” 


1 


One of the many reasons why the num- 
ber of cases which have been appealed to the 
Tax Court has been going down in recent 
vears is the Marrs policy of keeping the 
same Technical Staff man on a case from 
he very beginning of its reference to the 
Staff. 

“It is inevitable, in a nation in which 
there are tens of millions of taxpavers, that 
a lot of them should make out their returns 
wrong, should claim deductions to which 
they are not entitled, or should interpret 
existing statutes differently from the way in 
which Bureau of Internal Revenue agents 
interpret the statutes. 


“When you make a tax return, it is proc- 
essed, and, in nine cases out of ten, it is 
filed and forgotten. Even a cursory exami- 
nation by a qualified agent can tell that most 
returns are honestly and accurately made. 


“But let us say that there are some obvious 
mistakes, or some deductions which do not 


Technical Sergeant 1st Class 








seem to be legal, or some of what we call 
‘hair-line’ interpretations by the taxpayer. 


“A deputy collector or one of the examin- 
ing agents of the Income Tax Unit calls 
on you. If you rectify the error, or admit 
that his interpretation is correct, it is very 
simple to pay up and forget the incident. 


“Human nature being what it is, however, 
many taxpayers refuse to admit they have 
misinterpreted the law, or for reasons of 
conscience choose to challenge our interpre- 
tation. That is when a Technical Staff man 
is called into the picture. Likewise, human 
nature still being what it is, sometimes the 
taxpayer is right and the Bureau man is un- 
able to perceive it. 


“Once a Technicai Staff man gets a case 
he stays with that case until it is settled, 
whether it is settled the day he gets it or 
years later in the Tax Court. Generally 
speaking, he collects every dime really due 
Uncle Sam.” 


Procedure 


As long as there is a controversy between 
a taxpayer and a member of the Technical 
Staff and the taxpayer does not appeal to 
the Tax Court, the case is known as a “non- 
docketed” case. The taxpaver does not have 
to appeal to the Technical Staff—he has the 
right to appeal directly to the Tax Court. 
But even then he is going to be confronted 
with a Technical Staff man who will help 
prepare the case against him. If the tax- 
payer does not appeal to the Tax Court, 
choosing to slug it out with the Tech- 
nical Staff, and is proved wrong, then the 
Technical Staff orders the mailing of a stat- 
utory notice of deficiency to the citizen. 
This notice informs the taxpayer that he 
has ninety days in which either to pay or 
to petition the Tax Court. If, at the end 
of ninety days, he has done neither, another 
section of the Bureau of Internal Revenue 
goes into action—and the taxpayer may be 
faced with summary seizure of real or per- 
sonal property for the taxes claimed due. 
He has had a chance to learn how solicitous 
Uncle Sam can be; he then learns how tough 
the tax-gatherer can be. Very few indi- 
viduals are so incorrigible. 


The Technical Staff still has the right to 
settle the case as long as it is an open case 
before the Tax Court. Many a taxpayer 
appeals his case to the Tax Court, then 
throws in the sponge to the Technical Staff 
before the Presiding Judge intones the name 
of the litigant and calls out the case num- 
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ber. Some taxpayers are adamant right up 
until the day the case is called for trial, then 
wilt and admit that the Technical Staff man 
is right. Some have a good case and are 
vindicated by the Tax Court. 


During the last fiscal year, only about 
2,800 taxpayers petitioned the Tax Court. 
Actually, the Technical Staff men each year 
keep thousands of cases out of the Tax 
Court and arrive at generally fair and equi- 
table agreements with taxpayers who think 
that someone is trying to “do them wrong.” 
In addition, Technical Staff men settle thou- 
sands of docketed cases and keep them from 
trial. 


Settlement of Cases 


“Over ninety per cent of the cases that 
come to us could be taken to the Tax Court,” 
Mr. Marrs points out. ‘Yet, of those cases 
capable of going there, we settle seven out 
of every eight of them at some stage of their 
procedural status. Only one out of every 
eight cases which come to us is ever tried. 
Of those which are tried, we win forty per 
cent of them in a clean-cut decision for the 
Commissioner. Taxpayers win in about 
twenty per cent of the cases, and in the re- 
mainder there are decisions which are partial 
in some parts of the cases to the taxpayer 
and in some parts to the Commissioner. 


“Of course, a taxpayer can appeal from 
the Tax Court. He can go to a U. S. Cir- 
cuit Court of Appeals and thence into the 
U.S. Supreme Court—but a relatively small 
percentage of the cases reach the highest 
court.” 


Although the average taxpayer apparently 
does not lie awake nights thinking of wavs 
of dodging or whittling down his income 
tax, it is obvious that many men are em- 
ploved by corporations and individuals to 
do this very thing. Every tax lawyer, for 
example, is looking for a new loophole in 
the tax law every time he has a case. That 
is his job. No one, least of all Mr. Marrs, 
objects to this. 


On the other hand, it is Mr. Marrs’ job 
to see that such loopholes either are “chinked 
up,” or that taxpayers who try to take ad- 
vantage of many loopholes are prevented 
from carrying through. He has scored no- 
table victories and has taken his share of 
lickings. 


Bureau Agents v. Tax Lawyers 


As a result, there is a continual battle of 
wits between the agents of the Bureau of 


Internal Revenue on the one hand and thou- 
sands of shrewd, well-read, well-informed, 
highly-intelligent tax lawyers and account- 
ants on the other hand. 


“The orthodox lawyer has definite ideas, 
to the point of fixation, about the inviolability 
of the corporate entity, the sanctity of a 
family trust, or of any other legal creature 
that is the brain-child of his own office or 
which he is retained to defend,” says Mr. 
Marrs. “But the Bureau is made up of a 
group of hard-headed ‘revenooers’ who look 
upon legal institutions as having been de- 
vised and adopted to serve a useful social 
or business purpose. Therefore, they are 
none too sympathetic to ‘technically ele- 
gant’ arrangements which employ the most 
revered features of our legal system to 
accomplish a plain tax dodge or make reve- 
nue appear what and where it isn’t.” 


Whenever a large organization does a 
good job, it is due to the work of a group 
of competent administrators and technicians 
who rarely, if ever, appear in the public 
eye. They generally have that passion for 
anonymity which is a desirable virtue in a 
civil service employee. Mr. Marrs is of that 
type. 


Whether he wishes it or not, Mr. Marrs 
is bound to be looked upon as a typical in- 
ternal revenue technician. It is likely that 
he has embodied, in his life and work, most 
of the good characteristics which go to 
make up a highly-trusted federal worker. 


Personal History 


A native of Huntington, West Virginia, 
where he was born on May 4, 1895, he 
frankly confesses that he is of a very hum- 
ble origin. His father, now dead, was a 
blacksmith. Young Marrs began his career 
selling newspapers. Later, he worked in 
New York; and despite many obstacles, 
mostly financial, he was able to push his 
way up through high school and Columbia 
University, from whose School of Law he 
graduated with a Bachelor of Laws degree 
in June, 1920. 


Cocky, filled with confidence, and know- 
ing that he knew his law (having made al- 
most a straight “A” record in the university), 
he decided to tackle Washington. He was 
able to get a small post as lawyer in the 
Solicitor’s Office of the Bureau of Internal 
Revenue. 


Less than a year later came the first test 
of whether or not he would stay in the 
government. 
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Helvering Blair 


“T remember it as if it were yesterday,” 
he recalls now, not without a bit of satisfac- 
tion. “President Harding had taken office 
in early 1921 and had appointed David H. 
lair as Commissioner of Internal Revenue 
and Andrew W, Mellon as Secretary of the 
‘Treasury. Since I and many other internal 
revenue employees had come in under the 
\Vilson administration, there was a hue and 
cry in several Republican quarters to clean 

use of us. 


“One politician went so far as to give to 
i. Washington newspaper a list of names of 
the ‘Democrats’ who were going to be 
cleaned out. My name was on that list. 
| still have that old clipping, showing that 


was marked for the political purge. 

“But it did not come about. Both Mr. 
lair and Mr. Mellon went to the White 
House and told the President that the Bu- 
reau of Internal Revenue and the Treasury 
Department were going to try to operate 





n both the supervisory and lower levels 
ut of politics. 


Non-Partisanship 


“We all stayed on, as most competent 
men have stayed on in the bureau through 
all types of administrations, regardless of 
the political leaders in power. The men at 
the very top, appropriately, are appointed 
by the President and serve at his pleasure. 
But to the vast numbers of trained tech- 
nicians in the Bureau of Internal Revenue, 
non-partisanship is more than a werd. It 
is a fetish. 


Technical Sergeant 1st Class 


Harris-Ewing Photos 
Mellon 


“The same thing happened in 1933, after 
President Roosevelt took office. Many Demo- 
crats who were not in office felt that those of 
us who had served under Republicans ought 
to be given the ‘exit sign.’ To their lasting 
credit, the late Judge Guy T. Helvering, the 
new Commissioner, and Henry Morgen- 
thau, Jr., Secretary of the Treasury, proved 
that they were more interested in good gov- 
ernment than in political spoils. They pro- 
moted both Republicans and Democrats wh» 
deserved promotions. 


“We have tried to instill this thought in 
all our technicians: Skulduggery and decep- 
tion are not restricted to members of either 
party. In the course of handling thousands 
of taxation cases, I have seen it proved con- 
clusively that there are just as many Demo- 
cratic slickers as there are Republican slickers 
and vice versa. No person gets added 
consideration from an Internal Revenue 
Agent because of his political faith, although 
Internal Revenue agents, of course, have 
decided and informed views, just as do all 
other well-read, educated citizens.” 





“On these two occasions within the past 
generation there was real danger that upon 
the change in national administrations, the 
3ureau personnel would become the victims 
of a revived spoils system,” Marrs relates. 
“It did not happen, largely because of a de- 
termined stand taken by the incoming Sec- 
retaries of the Treasury and Commissioners 
of Internal Revenue. The career men ot 
the revenue service can consider themselves 
very fortunate in the stability of tenure of 
their jobs. 
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“No civil service employee has the con- 
Sstitutional right to any particular assignment, 
but he may reasonably expect continued 
employment pending good behavior and 
satisfactory performance on the job. This 
has been no small factor in creating the 
fine esprit de corps in the Bureau of In- 
ternal Revenue.” 


Twenty-sixth Anniversary 


Mr. Marrs celebrated his twenty-sixth 
year on the job in the Bureau of Internal 
Revenue on September 17, 1946. During 
those twenty-six vears, he has advanced 
from an attorney in the Solicitor’s Office to 
a position which could easily be termed the 
most important technical job in the Bu- 
reau. In April, 1923, he was made a mem- 
ber of the Committee on Appeals and Review. 
In 1927, he was named to the Special Ad- 
visory Committee, which eventually took 
the place of the Committee on Appeals and 
Review when that was abolished following 
formation of the Tax Court. In 1929, he 
was named Assistant Commissioner, and, 
on November 16, 1933, he was made Head 
of the newly-created Technical Staff. 

He inherited a number of employees who 
were transferred to his staff, and he has 
been choosy about the men who worked 
for him ever since. That is one reason why, 
throughout the Bureau today, men who are 
not on the Technical Staff want to be on it. 
Another reason is that, by and large, the 
Technical Staff pays a bit better than other 
divisions, 

“T do not take into account such matters 
as politics, religion, or off-the-job activities 
when I choose a man,” he avers. “T have 
only a few big considerations—does he know 
income tax, is he happy in the work, and 
will he be able to use the best possible judg- 
ment on tax matters all the time?” 


Mr. Marrs, of course, has been offered 
many jobs with private law firms through 
the vears. It is common knowledge that 
he could have doubled or tripled his salary 
at any time in the past fifteen vears simply 
by giving a nod to certain firms who would 
want his services; but it makes him prouder 
to point out that there is not a single man 
on his Technical Staff who could not double 
his salary by going to private practice. 


Advantages of Staff Jobs 


What, then, keeps these men in relatively 
obscure work? Why do they choose a life 


of comparatively low pay for men of their 
skill and a life of virtual anonymity from 
the publicity standpoint? He has a ready 
answer. 


“That’s because, by and large, the men 
on the Technical Staff are men who want to 
do a job more than they want to make 
money. A Bureau of Internal Revenue man 
develops a very definite affection for accu- 
racy and truth. 


“He is a devotee of the correct answer. 
On the one hand, he has a statute passed 
by Congress. On the other, there is a set 
of facts in a given tax case. It is the Bu- 
reau man’s duty to work out a reasonable, 
sane, workable solution to the problem be- 
fore him. 


“Out in private work, lawyers must take 
cases that come to them—and try to win 
the cases, regardless of whether the case is 
there or not. Bureau men develop a pas- 
sion against prostitution of their intelligence. 
They get to where they do not try to win 
just for the winning’s sake, but to get to the 
truth of the case and to help both the Con- 
gress and the taxpayers. 


“Tncome tax is not a static, dead subject. 
There are hundreds of possible interpreta- 
tions to tens of provisions of the Internal 
Revenue Code. We are looking for the 
correct answer in every case. We believe 
that the public is learning this—has already 
sensed it—and that is why this Bureau, as a 
whole, is the most highly-respected in the 
whole executive branch. 


1 


“There is another reason for the high 
morale which has long obtained in the reve- 
nue service. In appraising a man’s success 
in life there are many standards to be con- 
sidered. Financial reward is important but 
it is not the sole test. There are imponder- 
ables which lead to even greater personal 
satisfactions, 


Respect for Individual 


“ 


In the Bureau, not only has the tenure 
of the job been respected, but the standard 
of supervision has been to respect the integ- 
rity of the professional or technical opinions 
of the employee. This is of the utmost im- 
portance. The Bureau man is allowed to do 
his dav’s work within the broad framework 
of departmental policy and regulations, in 
accordance with the dictates of his own 
mind and conscience. There are surpris- 
ingly few departures from that standard. 
The revenue man can afford to feel like a 
free man, and that means a great deal to a 
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lot of people. Also his daily work is alive 
with interest and practical importance. He 
is not just sitting at a desk, thumbing papers, 
to no apparent purpose. He is working in 
a field which calls for the free play of the 
most dynamic branches of human endeavor: 
business, engineering, law, accounting, and 
economics. He knows that he is doing 
something important and worthwhile for his 
government; and in a long-range view he is 
in position to create something that is con- 
structive and which squares with the official 
views as to the rightness and fitness of 
things. This brings a keen satisfaction. It 
also contributes heavily to the bearing and 
reputation of the revenue service.” 


Daily Routine 


Mr. Marrs definitely dislikes to talk about 
himself. His job is his ruling raison détre. 
He is on the job at his office in Room 3338, 
Internal Revenue Building, in Washington, 
by eight-thirty every morning. After a con- 
ference with his assistant, Freeman R. Paul- 
son, he pitches into his work. The day is 
filled “with both study and conferences. 
Racks which line the lower parts of the 
walls are filled with technical tax books 
that would make most tax lawyers envious. 
On the walls are pictures of men high in 
\merican life who have been friends to the 
occupant of this office—Judge Helvering; 
the late Daniel Roper, long-time Secretary 
of Commerce; Elmer Irey, the famous Bu- 
reau sleuth who sent Al Capone to prison 
and caught many another notable tax-dodger; 
Henry Morgenthau, to whom Mr. Marrs 
refers affectionately as “Henry the Morgue”; 
the late Chief Justice Harlan Fiske Stone. 
and a print of an old picture of the fourth 
Chief Justice, John Marshall. 





Between the time he started to Columbia 
University and the time he graduated, there 
Was a notable series of events in Mr. Marrs’ 
life. He volunteered for the Second Platts- 
burg (New York) Training Camp and be- 
came a first lieutenant of the infantry. Be- 
fore the war was over, he had changed to 
the budding Air Corps, known then as the 
Signal Corps. He trained at Hazlehurst, 
long Island, and at Ellington Field, Texas, 
and was promoted to captain. He was a 
member of the old American Flying Club, 
composed of former World War I pilots, 
which merged later with the Aero Club of 
America, to which he also belonged. 

Mr. Marrs lives today with his family in 
Clarendon, Arlington County, Virginia, across 


Technical Sergeant 1st Class 





the Potomac River from Washington. He 
has two children—Rhoda, twenty, and Cal- 
vin, sixteen. 


He is particularly proud of two of his 
affiliations—his membership in the National 
Press Club and in the Cosmos Club in 
Washington. 


History of Technical Staff 


There is a lot of history behind the Tech- 
nical Staff. It is the complete development 
of a number of administrative procedures 
that were thoroughly tested under practical 
conditions and survived the ordeal of ex- 
perience. 

The “Advisory Tax Board” was created 
in the Bureau of Internal Revenue in the 
District of Columbia, by Section 1301 (d), 
of the Revenue Act of 1918, approved Feb- 
ruary 24, 1919. Its members were “ap- 
pointed by the Commissioner with the 
approval of the Secretary.” Under the 
statute, it was not to exceed six members, 
and was to have a maximum life of two 
vears; but it could cease to exist “at such 
earlier time as the Commissioner with the 
approval of the Secretary may designate.” 


The Procedure before the Advisory Tax 
Board is prescribed in the original Regula- 
tions 45, as Articles 1701 and 1702 of Treas- 
ury Decision 2831, signed by Commissioner 
Daniel C. Roper and approved on April 16, 
1919, by Carter Glass, Secretary of the 
Treasury. Article 1701 provides in part as 
follows: 


“Submission of questions to Advisory Tax 
Board—Questions relating to the interpre- 
tation of administration of the income tax 
and war profits and excess profits tax laws 
may be submitted to the Advisory Tax 
Board by the Commissioner on his own ini- 
tiative or at the request of any taxpayer 
directly interested for the purpose of ob- 
taining the recommendation of the Board 
thereon. When a final conclusion has been 
reached by the income tax unit of the In- 
ternal Revenue Bureau as to the disposition 
of a matter, any taxpayer directly interested 
therein may request the Commissioner to 
submit such matter to the Board.” 


The foregoing regulation was not as em- 
phatic as paragraph (2) of Section 1301 (d) 
of the act, which made it mandatory upon 
the Commissioner, at the taxpayer’s re- 
quest, to submit to the Board “any question 
relating to the interpretation or administra- 
tion of the income, war-profits, or excess 
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profits tax laws.” The Board’s findings and 
recommendations were reported to the Com- 
missioner. 


The Advisory Tax Board was short-lived. 
Its recommendations and memoranda, under 
the symbols TBR and TBM, appear in the 
Cumulative Bulletin for the year 1919. It 
was superseded by the Committee on Ap- 
peals and Review, bearing the symbols ARR 
and ARM, which make their appearance in 
the last six or seven issues of the Bulletin 


in 1919, 


Board of Tax Appeals 


A brilliant development of administrative 
procedure in tax controversies was inaug- 
urated by the Revenue Act of 1924. By 
Title IX of that act, the Board of Tax 
Appeals was created. Its members were 
appointed by the President and confirmed 
by the Senate. The Board is an independ- 
ent agency in the executive branch of the 
government. It is not a part either of the 
Bureau of Internal Revenue or of the Treas- 
ury Department. The Board grew to full 
stature under the Revenue Act of 1926, 
when its decisions were made final, subject 
to review only by the appellate courts and 


the Supreme Court. 3y the 1942 Act, its 
name was changed to the Tax Court of the 
United States, although its position as an 
administrative board remains unchanged. 


Upon the establishment of the Board, the 
view prevailed that the appeals agency 
within the Bureau was no longer needed. 
The Committee on Appeals and Review was 
accordingly abolished by Treasury Decision. 
However sound this action may have ap- 
peared at the time, the history of revenue 
administration for the ensuing three years 
demonstrated with conclusive force the neces- 
sity of an appellate body within the Bureau, 
separate from any other revenue office, and 
reporting direct to the Commissioner. The 
number of petitions pending before the Board 
of Tax Appeals increased steadily and by 
June 30, 1927, had reached the then stagger- 
ing total of 18,481 dockets with no improve- 
ment in sight. 


The Special Advisory Committee then was 
formed. It gave way to the Technical Staff 
in November, 1933. 

Every tax lawyer in the United States 
will tell you that the Technical Staff is good. 
Too damn good, a lot of them will add. 


[The End] 


—————— ee 


AT THE POLLS IN NOVEMBER 


yi UESDAY, NOVEMBER 5, has tax importance as well as political sig- 
- nificance. On that day many tax measures will be submitted to the people, 
including constitutional amendments, referred measures and initiative petitions. 


The people of Louisiana are called upon to vote upon thirty-one proposed 
changes in their constitution, and in California there are seventeen measures to 
go before the people. There will be no legislative balloting in New York, and 
there are but two proposals in Illinois—a constitutional amendment and a re- 
ferred measure on veterans’ compensation. For many years Illinois has un- 
successfully attempted to amend the revenue provisions of its constitution so it 


is now endeavoring to amend the method of amending the constitution. 
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Corporate-Stockholder Dealings 
Creating Personal Holding Companies 


By STANLEY RICHARD 
Attorney of Miami Beach, Florida 


fs FOLLOWING QUESTION (Num- 
ber 9) appears on page 3 of the 1945 
Corporation Income Tax Return (Form 
1120) and has appeared in returns of prior 
years. “Is the corporation a personal hold- 
ing company within the meaning of section 
501 of the Internal Revenue Code?” 

If you have filed this tax return, you 
have answered the above question. But did 
you answer it correctly? Two corporations 
have learned recently that they did not. A 
Florida corporation, Hatfried, Inc., 5 TCM 
— [CCH Dec. 14,986 (M)], February 8, 
1946, had answered, “No”. The Tax Court 
held that they should have answered, “Yes,” 
and filed Form 1120H. The corporation 
owned a large hotel at Miami Beach, Flor- 
ida. All of the outstanding stock was held 
by one person, who was also the lessee of 
the hotel. The corporate income was de- 
rived entirely from rents paid to it by its 
stockholder-lessee. It was agreed that the 
amount paid under the lease agreement was 
fair and reasonable. It was further agreed 
that the taxpayer did not incorporate with 
the intention or belief that it was operating 
as a personal holding company. Neverthe- 
less, when the taxpayer’s sole stockholder 
leased the hotel, the court held that the 
corporation came squarely within Section 
502(f) of the Internal Revenue Code. When 
the taxpayer failed to distribute its earnings 
in dividends in the year in issue, it subjected 
itself to the tax on undistributed personal 
holding company income, seventy-five per 
‘ent of the first $2,000 and eighty-five per 
cent on the excess over $2,000. With the 
assessment of penalties and interest, there 
probably was not enough left to buy an 
aspirin. : 

\ somewhat analogous situation is found 
in Bro-Jeff Theatres, Inc., 4 TCM 1147, De- 
cember 29, 1945 [CCH Dec. 14,931(M) ]. 
Here, three corporations having relatively 
the same four stockholders, with relatively 
the same interests, purchased, leased and 


Creating Personal Holding Companies 


built theatres. A partnership composed of 
the stockholders leased the theatres from 
the corporations. The rent paid by the part- 
nership to the corporations represented at 
least eighty per cent of their gross income. 
This was sufficient to bring them within 
Section 502. Failure to distribute the earn- 
ings caused the seventy-five per cent to 
eighty-five per cent tax, plus the penalties 
and interest, to swallow practically’ all of 
its income for the years in issue. The deci- 
sion in both of these cases was based on 
Furniture Finance Corporation, 44 BTA 240 
[CCH Dec. 12,400]. The facts of this case 
are so close to those of the Hatfried and 
Bro-Jeff cases that it would be repetitious to 
repeat them here. 


Affirmative Answer 


It is apparent from these cases and a 
reading of Sections 501 and 502, particularly 
502 (f), of the Internal Revenue Code, that 
a corporation whose stock is owned directly 
or indirectly by or for five stockholders or 
less, which leases its property to the stock- 
holders, receiving rent that comprises at 
least eighty per cent of the corporate gross 
income, must answer the aforesaid question 
9 on Form 1120 in the affirmative and file 
Form 1120H. 


It is believed that with the repeal of the 
excess profits tax the Internal Revenue 
Bureau will take a greater interest in cor- 
porations operating as personal holding 
companies. It is difficult to say how many 
corporations are so operating. That there 
are corporate-stockholder (lessee) arrange- 
ments such as described herein is a foregone 
conclusion. 


When next you have occasion to answer 
the question, “Is the corporation a personal 
holding company within the meaning of sec- 
tion 501 of the Internal Revenue Code?” 
considerable thought had better be given to 
any corporate-stockholder arrangements and 
income derived therefrom. [The End] 
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oo. AM EXCESSIVE TREATME 


By JAMES C. 


THOMPSON 


The author, a certified public accountant, is head of James C. Thompson & 
Company, St. Louis, Missouri 


S THE MAJORITY of reasonable- 

compensation cases coming before the 
Tax Court involve payments to employee- 
stockholders, the recent decision entered by 
the Tax Court in Alfred J. Fleischer v. Com- 
misstoner; Minnie R. Fleischer v. Comumits- 
stoner [CCH Dec. 14,929(M)], dealing with 
Section 19.23(a)-7, Regulations 103 
Section 29.23(a)-7 of Regulations 
should be of great interest to all 
stockholders of small corporations. 


(now 
tl),* 


officers- 


A summary of the facts and decision ren- 
dered in the above Fleischer case follows: 

In 1941 
Company, whose stockholders consisted of 
the petitioners and one other, paid certain 
salaries to themselves, as authorized by the 
board of directors composed of the three 
stockholders. 


the Fleischer-Seeger Construction 


The petitioners reported as 
income the salaries so received. In auditing 
the corporation’s return, the Commissioner 
disallowed portions thereof as excessive. 
His action, with other adjustments, resulted 
in additional tax, the payment of which 
caused a deficit in the corporation’s balance 
sheet as of December 31, 1941. The peti- 
tioners thereupon repaid to the corporation 
the amount of the deficit in proportion to 
the amount of their salaries disallowed. 


Regulations 111, Section 29.23 (a)-7. Treat- 


ment of excessive compensation. The income 
tax liability of the recipient in respect of an 
amount ostensibly paid to him as compensation, 
but not allowed to be deducted as such by the 
payor, will depend upon the circumstances of 
each case. Thus, in the case of excessive 
payments by corporations, if such payments 
correspond or bear a close relationship to stock- 
holdings, and are found to be a distribution of 
earnings or profits, the excessive payments will 
be treated as a dividend. If such payments con- 
stitute payment for property, they should be 
treated by the payor as a capital expenditure 
and by the recipient as part of the purchase 
price. In the absence of evidence to justify 
other treatment, excessive payments for salaries 
or other compensation for personal services will 
be included in gross income of the recipient and 
subjected to both normal tax and surtax. 
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Such repayments were less than the entire 
disallowances. 


“Held, that petitioners are taxable on the 
entire amounts received as salaries in 1941. 
North American Oil Consolidated v. Burnet, 
286 U. S. 417 [3 ustc J 943.]” 


Family Corporation 


The opinion appears to overlook the fact 
that the Fleischer-Seeger Construction Com- 
pany was a family corporation, owned by 
Morris I, Fleischer, his wife, Minnie R. 
Fleischer and his son, Alfred J. Fleischer, 
and consequently fell into error in uphold- 
ing the respondent’s contention that the por 
tions received by the taxpayers in excess of 
allowed salaries cannot be regarded as dis- 
tribution by way of dividends because such 
portions did not “correspond or bear a close 
relationship to stockholdings.” 


In overlooking this important fact, the 
taxpayers have inadvertently been denied 
the benefit of the rule recognized in Bone v. 
U. S., 46 F. (2d) 1010 [1931 CCH 9146], 
cited in the petitioners’ brief, to wit: that 
where the stock of a corporation is held by 
members of a family who are its officers, dis- 
tribution of earnings may be regarded as 
dividends even though not in proportion to 
stockholdings. Thereby the taxpayers have 
also not had the benefit of consideration of 
the rule, a fact called attention to in the peti- 
tioners’ brief, namely: “Earnings of a cor- 
poration distributed to its stockholders, though 
not wm exact proportion to the stock owned, 
may in certain circumstances be regarded as 
dividends for tax purposes,” the special circum- 
stances in the case being that the corporation 
was a family corporation and its officers were 
members of the same family. (See Section 
201, Revenue Act of 1926, 26 USCA J 932; 
Regulation 74, Article 127; Hadley v. Commus- 
stoner, CA of DC, 36 F. (2d) 543 [1 USTC 
{ 443 |.) 
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IF tXCeSSiVe COMPENSATION? 


Treatment as Dividends 


In interpreting Section 19.23 (a)-7, Regu- 
lations 103, as not applicable because the 
distributions in the case did not correspond 
or bear a close relationship to the stock- 
holdings, the opinion overlooked the fact 
that this regulation does not provide against 
the treatment as dividends of excessive pay- 
ments of salaries where such payments do 
not correspond or bear a close relationship 
to stockholdings. The regulation expressly 
provides that the “income tax liability of 
the recipient in respect of an amount osten- 
sibly paid to him as compensation, but not 
allowed to be deducted as such by the payor, 
will depend on the circumstances of each case.” 
The subsequent language of the regulation, 
to wit: “Thus, in the case of excessive pay- 
ments by corporations, if such payments cor- 
respond or bear a close relationship to stock 
holdings,” is merely by way of illustration 
and does not limit the regulation or fore- 
close its application in cases of dispropor- 
tionate distributions, where made to members 
of a family group in a family corporation. 

Under the special circumstances of the 
case, the regulations should he given cffect;: 
and would have been held applicable, we 
believe, but for oversight of the fact that 
the corporation here was a family corpora- 
tion and, consequently, the fact that the dis- 
tribution was disproportionate to 
holdings, was not vital. 


stock- 


Transferee Liability 


In upholding the contention that the pay- 
ments made by the corporation to the peti- 
tioners, later returned, were received “under 
a claim of right and with no restrictions on 
their use and disposition,” the transferee 
liability of the petitioners was entirely over- 
looked; and because of such oversight, no 
consideration was given to the fact that by 
reason of such transferee liability created 
by law, the receipt of the payments was 
with “restrictions on their use and disposi- 
tion,” in that in receiving the payments the 


An Excessive Treatment 


recipient took subject to the transferee lia- 
bility created by law. Since the obligation 
to return inhered in the taking, with as much 
force and effect as though the recipients 
had so restricted themselves by express 
agreement, the aforesaid holding, we believe, 
would have been to the contrary had the 
transferee lability, which sprung into ex- 
istence simultaneously with the payments, 
not been overlooked. 


In basing the decision against the peti- 
tioners in the case upon the so-called “claim 
of right” rule in North American Oil Consoli- 
dated v. Burnet, supra, the Court overlooked 
the vital difference in the facts in that case 
from those in the Fleischer case. In that case 
the only question was whether or not the 
income was taxable in 1917 or 1916. No 
duty or obligation to return was involved; 
and the receipt of the income was not sub- 
ject to the transferee liability to return, such 
as existed here, but was unconditional and 
unrestricted. There, no part of the income 
in question was ever refunded, and no claim 
was made that an obligation or duty to re- 
turn existed. The only question was, “In 
what vear did the taxpayer receive the in- 
come?’—not (as here), “Did he receive it 
subject to a legal obligation to.return, under 
the transferee liability statute?” 


Former Holdings Overlooked 


In upholding the respondent’s contention, 
the holdings in the following cases were in- 
advertently overlooked: 


U. S. v. Markowitz, DC Cal. [40-2 ustc 
7 9659], holding an officer of a corporation 
liable under Section 311 of the Code for a 
deficiency assessment against the corpora- 
tion, upon the theory that an amount paid 
him ostensibly as salary was in reality a 
transfer of assets. 


C. A. Lovejoy, BTA memo., Dkt. 106,042 
[CCH Dec. 12,559-H], holding an employee 
of a corporation liable for a tax deficiency 
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against the employer upon the ground that 
the excessive portion of the salary paid him 
was a distribution without consideration. 


Agnes V. Russell et al., Transferees, BTA 
memo., Dkts. 97022, 97023, July 12, 1940 
[CCH Dec. 11,257-C], wherein portion of 
salary disallowed as excessive was held 
dividend and Commissioner determined de- 
ficiencies for the year ending April 30, 1936 
against payor corporation. “Petitioners con- 
cede that they are liable as transferees if 
such deficiencies are sustained.” 


Lincoln National Bank v. Burnet, 63 F. (2d) 
131 (CA of DC, 1933) [3 uste J 1030]; Fitch 
v. Helvering, 70 F. (2d) 583, 586 (CCA-8, 
1934) [4 ustc J 1271], holding that to con- 
stitute a dividend it is not necessary that the 
distribution be in proportion to stockhold- 
ings or that all shareholders be treated 
alike. 

Helvering v. Gordon, 87 F. (2d) 663 (CCA 
8, 1937) [37-1 ustc J 9088], holding a pay- 
ment or distribution to stockholders may 
be a dividend, although no formal declara- 
tion was made. 





Also Section 115 (a) of I. R. C., defining a 
dividend as “any distribution made by a cor- 
poration to its stockholders” out of earn- 
ings accumulated subsequent to February 


28, 1913. 


Also Section 311 of I, R. C., which is the 
transferee liability statute. 


In the Fleischer case, under the stipula- 
tion of facts, the portion distributed to peti- 
tioners over and above allowed salaries was 
in reality distribution in the nature of divi- 
dends, and, as shown by the stipulation of 
facts, the payments created a deficit and 
came out of capital, and did not, therefore, 
constitute an “economic gain,” “wealth” or 
“income” to the petitioners within the mean- 
ing of the Sixteenth Amendment and Regu- 
lations 111, Section 29.21-1 (a). 


Inasmuch as the taxpayers have filed a 
petition for review of the decision rendered 
by the Tax Court in the Fleischer case, we 
shall await with interest the decision of the 
United States Eighth Circuit Court of Ap- 
peals. [The End] 


oi? 


ST. LOUIS EARNINGS TAX WITHHOLDING 


H IRST RETURNS of amounts withheld from employees’ salaries were due 
October 15. The Collector planned no extending of time, holding of funds in 
escrow or accepting of returns without payment. 


It also appears definite that no decision will be rendered soon in the Carter 
Carburetor Corp. case since that case is still in the pleading stage. After the 
Circuit Court decision, an appeal to the Missouri Supreme Court is likely, with 
the result that there will be no final decision until 1947, although it may come 
before taxpayers’ returns are due 0n March 15. For a leading case on implied 
power of cities to levy taxes not specifically authorized, see Kansas City v. Frogge 


(1943), 352 Mo. 233, 176 S. W. 2d 498. 


The proper course in the meantime with respect to withholding returns is a 


question for each taxpayer’s counsel. 


On the one hand are the penalties and the 


difficulties of collecting from employees at a later date; on the other, the diffi- 
culties of recovering amounts paid over to the City if the ordinance is finally in- 


validated as the ordinance itself contains no refund provisions. 





November, 1946 @e TA XES—The Tax Magazine 













2S ee 


























(“ORGRESHON AL. REPEAL of the 
A excess profits tax’ and the Supreme 
Court’s recent decisions, curbing the tax 
iinimization possibilities of family part- 
nerships point to an unprecedented rush of 
/usiness into corporate form. Not only will 
the natural legal advantages of corporate 
organization *® reassert themselves, but the 
scales, it would seem, have now swung in 
ivor of use of the corporate form for tax 
ilinimization. Corporate rates averaging 
twenty-three per cent on incomes of $25,000 
nd thirty-eight per cent on incomes ex- 
eding $50,000 offer a considerable savings 
as against individual rates averaging about 
rty per cent on incomes of $25,000 and 
hity per cent to eighty-five and one-half per 
nt on incomes exceeding $50,000. 


The provision of the Internal Revenue 
Code which is most intimately associated 
with corporate organizations is Section 112 

}) (5), which provides as follows: 


“Transfer to Corporation Controlled by 
Trausferor—No gain or loss shall be recog- 
nized if property is transferred to a corpo- 
ration by one or more persons solely in 
'See Section 112 (a) of the Revenue Act of 
> Lusthaus v. Commissioner, 66 S. Ct. 539 [46-1 
ustc § 9190], and Commissioner v. Tower, 66 
S. Ct. 532 [46-1 ustc { 9189], both decided Feb- 
ruary 25, 1946. 

* Limiteq liability, transferability of shares, 
continuity of existence, and centralization of 
management and control are the advantages usu- 
ally of paramount consideration. 


Exchanging Property for Stock 


Exchanging Property 


for Stock 


By MALVERN B. FINK 


Mr. Fink, a certified public account- 

ant and tax attorney and a partner 

in the firm of Rieders & Fink of 

Jacksonville, Florida, discusses some 

basic problems posed by Section 112 

(b) (5) and the solutions indicated 
by existing court decisions 


exchange for stock or securities in such 
corporation, and immediately after the ex- 
change such person or persons are in con- 
trol of the corporation; but in the case of 
an exchange by two or more persons this 
paragraph shall apply only if the amount of 
the stock and securities received by each is 
substantially in proportion to his interest in 
the property prior to the exchange. Where 
the transferee assumes a liability of a trans- 
feror, or where the property of a transferor 
is transferred subject to a liability, then for 
the purpose only of determining whether the 
amount of stock or securities received by 
each of the transferors is in the proportion 
required by this paragraph, the amount of 
such liability (if under subsection (k) it is 
not to be considered as ‘other property or 
money’) shall be considered as stock or se- 
curities received by such transferor.” 


Some basic problems posed by Sec- 
tion 112 (b) (5), and the solutions indicated 
by existing court decisions, are presented in 
this article through a series of illustrative 
cases grouped under the special word or 
clause of the statute under which they arise. 
It must be understood, however, that the 
decided cases have arisen in any one of a 
number of ways: 


(1) The Commissioner may contend that 
the transaction was a taxable exchange, out- 
side the scope of 112 (b) (5), and that there 
was either (a) a gain to the transferor, or 
(b) a stepped-down basis for the securities 
received by the transferor, or (c) a stepped- 
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down basis for the property received by the 
transferee. 

In such cases, of course, the taxpayer 
contends that 112 (b) (5) applies, to avoid 
either the taxable gain on transfer or the 
stepped-down bases.* 


(2) The taxpayer may contend that the 
transaction was a taxable exchange outside 
the scope of 112 (b) (5), and that there was 
either (a) a loss to the transferor, or (b) a 
stepped-up basis for the securities received 
by the transferor, or (c) a stepped-up basis 
for the property received by the transferee. 


In such cases the Commissioner’s conten- 
tion is that 112 (b) (5) applies so that there 
is no deductible loss or stepped-up basis. 


While the particular result contended for 
by either the Commissioner or the taxpayer 
should in theory have no effect on the ques- 
tion as to whether Section 112 (b) (5) is 
applicable, it is doubtful whether the courts 
have always adhered to the admonition of 
Judge Magruder to “seek out the true in- 
tendment of the law, let the chips fall how 
they may in the particular litigation.” * 

The statutory key words and phrases un- 
der which the illustrative cases are grouped 
for purposes of this article are as follows: 

(1) Property (“Property is transferred’) 

(2) Persons (“Transferred to a corpora- 
tion by one or more persons”) 

(3) Exchange (“In exchange for stock or 
securities”) 

(4) Control (“Such persons are in con- 
trol of the corporation’’) 

(5) Immediately After (“Immediately 
after the exchange such persons are in 
control’) 

(6) Substantially in Proportion (“Stock 
and securities received by each is substan- 





tially in proportion to his interest in the 
property’) 

(7) Liability of Transferor Assumed 
(“Liability considered as stock or securities” ) 


Property 


(“Property is transferred”) 


Case 1. A transfers real estate worth 
$70,000 to newly formed Corporation X for 
seventy per cent of its stock, and B pays 
in $30,000 cash for thirty per cent of the 
stock. Section 112 (b) (5) applies and the 
stock issue is tax free. “Property,” as used 
in Section 112 (b) (5), includes cash. The 
economic justification for this interpretation 
of the word “property” is the desirability of 
fostering business expansion through invest- 
ment of new money." ' 


Case 2. A ttransfers property worth 
$70,000 to newly formed Corporation X for 
seventy per cent of its stock, and B contrib- 
utes services worth $30,000 for thirty per 
cent of the stock. Section 112 (b) (5) does 
not apply. B has received taxable compen- 
sation to the extent of the value of the stock 
received by him, and A realizes a taxable 
gain or loss in the amount of the difference 
between the value of the stock received by 
him and the basis of the property which he 
transferred. “Services” do not constitute 
property.’ This proposition, while self- evi- 
dent, is important because it is frequently 
overlooked by non-tax-conscious attorneys, 
who, in the course of corporate organiza- 
tion, look only for conformity with the re- 
quirement of state law that stock be paid for 
in cash, property, or services.® It is to be 
noted, however, that services may be con- 
verted into a property interest prior to the 
transfer. Thus, in Roberts Company, Inc., 5 





Section 113 (a) (6) I. R. C. provides that 
securities received by a transferor in an ex- 
change under Section 112 (b) (5) take on a 
substituted basis predicated upon the basis of 
the property transferred. Section 113 (a) (8) 
provides that the corporate transferee’s basis 
for the property received is predicated upon 
the transferor’s basis. 

5 See Portland Oil Company v, Commissioner, 
109 F. (2d) 479, 488 (CCA-1, 1940) [40-1 vust« 
§ 9234], cert. den. 310 U. S. 650 (1940). See also 
Case 5 and notes 18 and 19, infra. 

6 Halliburton v. Commissioner, 78 F. (2d) 265 
(CCA-9, 1935) [35-2 ustc {§ 9431]; Claude Neon 
Lights, Inc., 35 BTA 424 (1937) [CCH Dec. 9574]; 
Cyrus 8S. Eaton, 37 BTA 715 (1938) [CCH Dec. 
10,007]; G, C. M. 24415, 1944 C. B. 219. Joint 
ownership of the property transferred is not 
required. American Compress & Warehouse 
Company v. Bender, 70 F. (2d) 655 (CCA-5, 
1934) [4 ustce § 1283]; Snead v. Jackson Secu- 
rities & Investment Company, 77 F. (2d) 19 
(CCA-5, 1935) [35-1 ustc § 9315]; Section 29.112 


(b) (5)-1, Example 2, Regulations 111. 

7See Halliburton v. Commissioner, supra, at 
269-70. 

8 Columbia Oil &€ Gas Company, 41 BTA 3s 
(1940) [CCH Dec. 10,954], aff’d 118 F. (2d) 459 
(CCA-5, 1941) [41-1 ustc § 9333] (one recipient of 
stock agreed to take over the management of 
the corporation and secure cash stock subscrip- 
tions; another rendered services as attorney in 
working out the organization plan); Record 
Petroleum Company, 32 BTA 1270 (1935) [CCH 
Dec. 9060] (recipients got stock partially as an 
inducement to contribute their experience to the 
corporation); see Schmieg, Hungate & Kotzian, 
Inc., 27 BTA 337 at 338, 341 (1932) [CCH Dec. 
7860] (dictum that contribution of ‘‘knowledge 
of the decorating trade, . . . acquaintance with 
architects, and... general knowledge and ex- 
perience in the decorating business’’ would not 
qualify contributor as a transferor of property 
under 112 (b) (5)). 

*See, e. g., Section 14 Delaware Corporation 
Law. 
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TC 1 ¢1945) [CCH Dec. 14,521], the Tax 
Court held that a contingent fee agreement 
in favor of certain attorneys gave them a 
property interest in Texas lands, qualifying 
them as transferors of “property” under 
112 (b) (5), Judge Harron writing: “ 
the word ‘property’ as used in sec- 
tion 112 (b) (5) comprehends those interests 
which a court of equity would recognize as 
equitable assignments.” ” 


Persons 


(“Transterred to a corporation by one or 
more persons’) 


“Persons” as used in the statute is broadly 
defined to include individuals, trusts, estates, 
partnerships and corporations.” The per- 
son who receives the stock or securities, 
however, must be the person making the 
transfer. 


Case 3. A owns all the stock of Corpo- 
ration Z. Corporation Z transfers property 
worth $50,000 to newly formed Corpora- 
tion X, which issues fifty per cent of its stock 
lirectly to A, and B simultaneously trans- 
fers property worth $50,000 to X for the 
other fifty per cent of its stock. The trans- 
iction 1s tax free under Section 112 (b) (5), 
but only to Corporation Z and to B. A, 
1ot being the person making the transfer, is 
taxable on the receipt of the X stock as a 
dividend distribution by Z.” 


Case 4. Aand B are equal partners. The 
partnership assets are transferred to newly 
formed Corporation X, which issues stock 
qually to the two partners. The transac- 
tion is tax free under Section 112 (b) (5).% 
It is true that the partnership is for pur- 
ioses of the section considered a “person” 
distinct from the individual partners. How- 
‘ver, the direct issuance of the stock to the 
partners does not make them taxable as in 
the case of the direct issuance to the stock- 
holder (Case 3), presumably either because 
ot the tax-free nature of a partnership prop- 

rty liquidation, or because the substance 





“Cf. F.L.G. Straubel, 29 BTA 516 (1933) 
{CCH Dee. 8315] (oral assignment of equitable 
nterest in patents, patent applications, and pat- 
entable inventions recognized). The equitable 
interest of creditors of an insolvent corporation 
in the corporate properties is a ‘‘property’’ in- 
terest for purposes of applying Section 112 (b) 
(5) to a reorganization under Section 77 B of 
the Bankruptey Act. Helvering v. Cement In- 
vestors, 316 U. S. 527 (1942) [42-2 ustc § 9513). 

' See Section 29.112 (b) (5)-1 of Regulations 
111; Section 3797 (a) (1) I. R. C. 

2Cf. Royal Marcher, 32 BTA 76 (1935) [CCH 
Dec. 8887]. 

3Cf, Schmieg, Hungate & Kotzian, Inc., supra. 


Exchanging Property for Stock 


oft the transaction is a transfer by the part- 
ners of their partnership interests. An 
alternative procedure for incorporating a 
partnership would be first to liquidate the 
partnership and then to have the individual 
partners transfer the assets received to the 
corporation for its stock. This procedure, 
however, should be followed with caution, 
as the basis of the partnership assets might 
sustain an undesired transmutation in the 
hands of the corporation. For example, 
under Section 113 (a) (13) of the Internal 
Revenue Code, the partnership inventory 
might acquire a stepped-down basis in the 
hands of the corporation at the expense of a 
stepped-up basis for good will. 


Exchange 


(“In exchange for stock or securities”’) 

The problem as to what constitutes stock 
or securities is not so peculiar to Section 
112 (b) (5) as to warrant further attention 
in this article than a mere observation that 
the word “securities” has been held, in anala- 
gous reorganization cases, to include long- 
term mortgage bonds“ or debentures ® but 
not short-term notes.® The requirement 
that there be an “exchange” of property for 
stock or securities, however, leads to the 
problem of transactions which are dressed 
in the garb of a “sale” rather than an “ex- 
change.” 


Case 5. A and B pay in $50,000 cash to 
newly formed Corporation X, and each re- 
ceives one-half of its stock. A then sells 
Blackacre, which cost him $60,000, to X for 
its fair market value in cash, $50,000, and B 
sells Whiteacre, which cost him $40,000, to 
X for its fair market value in cash, $50,000. 
A has participated in a “step” transaction, 
the essence of which was an “exchange” of 
Blackacre for one-half of the stock of X. 
Accordingly, as all other requisites of Sec- 
tion 112 (b) (5) are present, it would appear 
that A realizes no loss on the transfer.” 
B, on the other hand, is bound by the form 
of “sale” which he voluntarily adopted, and 





4 Helvering v. 
[36-1 ustc © 9016]. 

1% Commissioner v. Tyng, 106 F. (2d) 5 
(CCA-2, 1939) [39-2 ustc § 9651]; rev’d on o. g. 
308 U. S. 527 (1940) [40-1 ustc § 9152]. 

16 Pinellas Ice & Cold Storage Company v. 
Commissioner, 287 U. S. 462 (1933) [3  ustec 
7 1023]. 

Cf. Labrot v. Burnet, 57 F. (2d) 413 (CA 
of DC, 1932); Kuldell v. Commissioner, 97 F. 
(2d) 725 (CCA-5, 1938); Snowden v. McCabe, 
111 F, (2d) 743 (CCA-6, 1940) [40-1 ustc 9 9464]. 
James E, Wells, 29 BTA 222 (1933) [CCH Dec. 
8267] and Marjory Taylor Hardwick, 33 BTA 

(Footnote 17 continued on page 1072.) 


Watts, 296 U. S. 387 (1935) 
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is accordingly taxable on a gain.’* Presum- 
ably, if B or X were claiming stepped-up 
bases, the Commissioner might elect to dis- 
regard the form of sale, at least so long as 
he did not adopt inconsistent positions.” 


Control 


(“Such persons are in control of the cor- 
poration”) 


Case 6. Corporation X has outstanding 
voting stock of the par value of $5,000 and 
non-voting stock of the par value of $5,000, 
all of which is owned by B. A transfers 
property worth $90,000 to X for voting stock 
of the par value of $90,000. Section 112 (b) 
(5) does not apply, and A has made a taxable 
exchange. Although A owns ninety per cent 
of the total stock of X, and nearly ninety- 
five per cent of the voting stock, he is not in 
“control” of X after the transfer. “Control” 
is defined by Section 112 (h) of the Code to 
mean “ownership of stock possessing at 
least 80 per centum of the total combined 
voting power of all classes of stock entitled 
to vote and at least 80 per centum of the 
total number of shares of all other classes 
of stock of the corporation.” As A owns 
none of the non-voting shares, he lacks the 
statutory “control.” 


Case 7. A transfers property worth $90,000 
to newly formed Corporation X for voting 
stock of-the par value of $90,000, and B 
pays in $10,000 for $5,000 par value voting 
stock and $5,000 par value non-voting stock. 


This case is substantially similar to Case 6, 
except that here B as well as A is a trans- 
feror. Although A alone is not in “control” 
of the corporation, A and B jointly do have 
“control”; accordingly, Section 112 (b) (5) 
applies,” subject to compliance with the 
“substantial proportion” requirement. 


Case 8. Corporation X has thirty out- 
standing shares, of which A owns ten and 
B owns twenty. A transfers Blackacre to X 
in consideration of the issuance of seventy 
additional shares. Section 112 (b) (5) ap- 
plies, and the exchange is not taxable. As 
long as A is in control immediately after 
the exchange, it is immaterial that a portion 
of his controlling shares were acquired in a 
prior transaction.” Had A held only nine 
of the original thirty shares, the issuance ot 
the seventy additional shares to him would 
have constituted a taxable exchange.” 


Immediately After 


(“Immediately after the exchange such 
persons are in control’’) 


Case 9. A and B each transfer assets worth 
$50,000 to newly formed Corporation X, and 
each receives one-half of its stock. The 
assets transferred by A were held by him 
as agent for Z, and he immediately transfers 
his stock to Z (or has X issue the stock 
directly to Z). As Z is the real transferor, 
and as Z and B are in control immediately 
after the exchange, Section 112 (b) (5) ap- 
plies.** 





(Footnote 17 continued.) 


249 (1935) [CCH Dec. 9103], both contra, are 
distinguishable because decided upon the basis 
of stipulations that the property was sold to 
the corporation. Seymour H, Knox, 33 BTA 
972 (1936) [CCH Dec. 9210], contra, lays stress 
upon the fact that the sale in question wis 
made for a bona fide business purpose, and 
not for tax avoidance purposes. In any case 
in which a loss is claimed by the transferor. 
the possible applicability of Higgins v. Smith, 
30g U. S. 473 (1940) [40-1 ustc § 9160], and of 
Section 24 (b) I. R. C., must be considered. 

13 Cf. Minnie C. Brackett, Adm’x., 19 BTA 
1154 (1930) [CCH Dec, 6090]; aff'd in 57 F. 
(2d) 1072 (CCA-7, 1931) [1931 CCH { 9272]. 
But ef. William J. Laidlaw, TC memo., Dkt. 
1689 (1944) [CCH Dec. 14,099(M)], disapprov- 
ing theory of Brackett case. 

1% The election doctrine raises many perplex- 
ing questions. For example, could the Commis- 
sioner elect to bind A and X by the form of 
the sale between them for purposes of assign- 
ing a stepped-down basis to A’s stock, or to 
Blackacre in X’s hands? The answer would 
appear to be no, at least if A has claimed no 
loss. Cf. Louis W. Gunby, Inc. v. Helvering, 
122 F. (2d) 203 (CA of DC, 1941) [41-2 vstc 
1 9550]. 

2 See Cyrus S. Eaton, supra, at 723. Where 
the transfers are made at different times, the 
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question as to whether they constitute a single 
transaction is one of intent. Von’s Investment 
Company v, Commissioner, 92 F. (2d) 861 
(CCA-9, 1937) [37-2 ustc J 9560]. Note that the 
term ‘‘control’’ relates to stock ownership, and 
not to voting rights except insofar as the stat- 
ute sets specific requirements with respect to 
ownership of voting and non-voting stock. Thus. 
beneficial stock ownership may constitute the 
requisite ‘‘control’’ even though the voting 
rights are trusteed. Cf, Federal Grain Corpo- 
ration, 18 BTA 242 (1929) [CCH Dec. 5636]. 

21 See F. L. G. Straubel, supra, at 523; Joseph 
J. Bodell, TC memo., Dkt. 2870 (1945) [CCH 
Dec. 14,428(M)], aff’d in 154 F. (2d) 407 (CCA-1, 
1946) [46-1 ustc f 9211]. 

2 Cf, Section 112 (b) (5)-1, Example 3, 
lations 111. 

°3Cf. William K, Dick et al., Exec., 20 BTA 
637 (1930) [CCH Dec, 6279] (syndicate managers 
held agents for subscribers); Griswold Com- 
pany, 33 BTA 537 (1935) [CCH Dee. 9147] (ex- 
ecutors held to be acting in behalf of residuary 
trustees); Frederick L. Leckie, 37 BTA 25 
(1938) [CCH Dec. 9939] (bondholders’ commit- 
tee held trustees for bondholders). Cf. Lam- 
merding v. Helvering, 121 F. (2d) 80 (CA of 
DC, 1941) [41-1 vustc { 9430], in which peti- 
tioners were unsuccessful in their attempt to 
prove that property in individual name was ac- 
tually held for the benefit of a joint venture. 
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Case 10. A and B each transfer assets 
worth $50,000 to newly formed Corporation 
X, and each receives one-half of its stock. 
Pursuant to A’s instructions, his shares are 
issued to his wife as a gift from him. The 
gift is considered a transaction separate and 
apart from the exchange, and the transitory 
control of A plus B’s control are sufficient 
to make Section 112 (b) (5) applicable.* 


Case 11. B and A Corporation each trans- 
fer assets worth $50,000 to newly formed 
Corporation X, and each receives one-half 
of its stock. The A Corporation imme- 
diately liquidates, distributing the X shares 
to its shareholders. The liquidation is con- 
sidered a transaction separate and apart 
from the exchange, and the transitory con- 
trol of the A Corporation plus B’s control 
are sufficient to make Section 112 (b) (5) 
applicable.” The same result would follow 
if A were a partnership making distribution 
to its partners.” 


Case 12. A and B each transfer assets 
worth $50,000 to newly formed Corporation 
X, and each receives one-half of its stock. 
Shortly thereafter A sells half of his X stock 
to Z. Section 112 (b) (5) applies.” But 
if A were obligated, as part of the plan under 
which X was formed, to sell to Z, then the 
transferors (A and B) would not be deemed 
to be in control immediately after the ex- 
change, and 112 (b) (5) would not apply.” 





Substantially in Proportion 


(“Stock and securities received by each is 


substantially in proportion to his interest in 
the property’) 


Case 13. A, B and C are equal partners. 
The partnership assets are transferred to 
newly formed Corporation X, which issues 
voting common stock to A and non-voting 
preferred stock to B and C. The value of 
the common stock issued to A is equivalent 
to the value of the blocks of preferred stock 
issued to each of the other two partners. 
Section 112 (b) (5) applies. Voting control 
of the new corporation need not be vested 
in the partners in the proportion of their 
property interests prior to the exchange, nor 
need each partner receive a proportionate 
share of each type of security issued; it is 
necessary only that the proportion be main- 
tained with respect to the aggregate values 
of the securities received.” This rule is 
probably subject to one very important ex- 
ception. If one of the partners were to re- 
ceive mortgage bonds or debentures for his 
interest plus only a nominal stock interest,” 
the requirement of “continuity of proprietary 
interest,” laid down in LeTulle v. Scofield, 
308 U. S. 415 (1940) [40-1 ustc J 9150], with 
respect to reorganizations, would undoubt- 
edly be read into Section 112 (b) (5), and 
the exchange would be held taxable to him.™ 





**Cf. Wilgard Realty Company, 127 F. (2d) 
514. (CCA-2, 1942) [42-1 ustc { 9452]; Roberts 
Company, Inc., 5 TC 1 (1945) [CCH Dec. 14.521]. 
But ef. Heberlein Patent Corporation v. U. S8., 
105 F. (2d) 965 (CCA-2, 1939) [39-2 ustc { 9622], 
in which prearranged transfers to donees were 
held to take the transaction outside Section 
112 (b) (5). 

2° Cf. Portland Oil Company v. Commissioner, 
supra; Royal Marcher, supra. Nor would the 
A Corporation’s transfer of X stock to its wholly 
owned subsidiary break the required control. 
cf. South Coast Corporation, TC memo., Dkt. 
165 (1945) [CCH Dec. 14,627(M)] (decision un- 
der analogous provision of Section 112 (g) (1) 
(PD) T. Rep. 

°° See Case 4 and note 13, supra. 

7 Cf, American Compress & Warehouse Com- 
pany v. Bender, supra; Samuel Insull, Jr., 32 
BTA 47 (1935) [CCH Dee. 8883], rev’d on o. g., 
87 F. (2d) 648 (CCA-7, 1937) [37-1 ustc { 9058]; 
Strouse, Adler Company, TC memo., Dkt. 110962 
(1944) [CCH Dec. 14,015(M)]. 

°° Cf. Columbia Oil & Gas Company, supra; 
Bassick v, Commissioner, 85 F. (2d) 8 (CCA-2, 
1936) [36-2 ustc { 9407], cert. den. 299 U. S. 
592 (1936): Omaha Coca-Cola Bottling Com- 
pany, 26 BTA 1123 (1932) [CCH Dec. 7757]; 
Hazeltine Corporation, 32 BTA 110 [CCH Dec. 
8891], rev’d on o. g. 89 F. (2d) 513 (CCA-3, 
1937) [37-1 ustc ] 9219]; W. & K. Holding Cov- 
poration, 38 BTA 830 (1938) [CCH Dec. 10,460]; 
Independent Oil Company, Inc., 6 TC 194 (1946) 
[CCH Dec. 14,960]. However, Z might be given 
an option to purchase A’s stock without affect- 
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ing the applicability of 112 (b) (5), according 
to Federal Grain Corporation, supra. 

2Cf. F. L. G. Straubel, supra (one trans- 
feror received common and preferred stock: 
another got common only; and another got pre- 
ferred only); Hartford-Empire Company, 43 
BTA 113 (1940) [CCH Dec. 11,422], aff’d in 137 
F. (2d) 540 (CCA-2, 1943) [43-2 ustc { 9522] 
(some transferors got common stock; others, 
preferred stock); George P. Skouras, 45 BTA 
1024 (1941) [CCH Dec. 12,211] (one transferor 
got stock and debentures; the other got only 
stock). Mertens, in Vol. 3, Law of Federal 
Income Taxation, at p. 167, says, ‘‘Apparently, 
inequality in the stock received by one of the 
transferors may not be compensated for by the 
receipt by him of a larger proportion of the 
total securities received.’’ He cites no author- 
ity, however, for his statement. E 

% If qa partner received no stock interest what- 
soever, there would seem to be no necessity of 
resorting to LeTulle v, Scofield to disqualify 
the transaction as to such partner under Section 
112 (b) (5), as the three ‘‘transferors’’ as a 
group are no longer in ‘‘control’’ within the 
definition of Section 112 (h). 

31 Cf, Electrical Securities Corporation v. Com- 
missioner, 92 F. (2d) 593 (CCA-2, 1937) [37-2 
ustc {§ 9529], in which the doctrine of Gregory 
v. Helvering, 293 U. S. 465 (1935) [35-1 vuste 
| 9043], refusal to recognize a temporary pur- 
pose corporation for reorganization purposes, 
was applied to Section 112 (b) (5). In Hand- 
bird Holding Corporation, 32 BTA 238 (1935) 
[CCH Dec. 8909], petitioner, pursuant to an 

(Footnote 31 continued on page 1074.) 
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Case 14. A, B and C are partners. The 
partnership assets are transferred to newly 
formed Corporation X; the stock is issued 
to A and B only, C receiving none. On a 
record showing no more facts than these, the 
Court of Appeals of the District of Columbia 
held * that the corporate transferee, claiming 
a transferor basis for its assets, had not 
shown compliance with the “substantial pro- 
portion” requirement and Section 112 (b) 
(5) was inapplicable. Through the simple 
expedient of having C definitively dispose of 
his partnership interest to A and B prior to 
the incorporation, and similarly adjusting 
A’s and B’s partnership interests, if neces- 
sary, to the proportions of the stock to be 
issued, the transaction might easily have 
been brought within Section 112 (b) (5). 

Cases 15 and 16 are companion cases to 
be considered together: 


Case 15. A transfers property worth 
$190,000 to newly formed Corporation X, 
receiving stock of the par value of $189,000, 
and B transfers property worth $10,000, re- 
ceiving stock of the par value of $11,000. 


Case 16. A transfers property worth 
$100,000 to newly formed Corporation X, 





receiving stock of the par value of $99,000, 
and B transfers property worth $100,000, 
receiving stock of the par value of $101,000. 

Is the amount of stock received by each 
“substantially in proportion to his interest 
in the property prior to the exchange”? The 
leading case on the subject, United Carbon 
Company v. Commissioner, 90 F. (2d) 43 
(CCA-4, 1937) [37-1 ustc J 9279], would ap- 
pear to indicate that Case 16 might qualify 
under Section 112 (b) (5), but that Case 15 
does not, at least as to B. The tabulation 
below is helpful to an understanding of the 
reasoning of the court. 


In each case, it will be noted, the dif- 
ference between the value of the assets con- 
tributed and the value of the stock received 
by A and B respectively is only $1,000 (see 
column e), and the difference in interest of 
each in value of the aggregate assets 
($200,000) before and after transfer is only 
one-half of one per cent (see column f). These 
differences, however, are not determinative 
of whether the proportionate interests have 
been maintained. Rather, the courts look to 
the ratio of gain or loss realized by each 
transferor (see column g).” In Case 15, the 
spread between B’s gain of ten per cent and 





Value of Assets 
Transferred 


% to 
Total 
(b) 


Transferor Amount 


(a) 


Amount 
(c) 


Value of 
Stock Received 


Ratio of 
Gain or 
Loss 
Col. (e) 
divided 
Col. (a) 


Difference 
Between 
Gain or Cols. (b) 
Loss and (d) 
(e) (f) 


&% to 
Total 
(da) 





$190,000 95% 
10,000 a 


Case 15 $189,000 


11,000 





—0.5% 


+0.5% 


QO 39 


—$1,000 


( 
5% + 1,000 +10.00% 





Total $200,000 100% $200,000 


100.0% $ —0— 








$100,000 
100,000 


$200,000 


$ 99.000 
101,000 


50% 


50% 





100% 


$200,000 





49.5% —$1,000 
50.5% + 1,000 


= 


100.0% $ 








(Footnote 31 continued.) 
elaborate scheme for stepping up the basis of 
certain assets which it was receiving for its 
securities, issued 6624 per cent of its stock (plus 
bonds) for the assets and issued the remaining 
33% per cent of its stock (plus bonds) for 
cash, but as part of the same transaction, re- 
acquired the 3314 per cent block. The court, 
in holding the transaction to fall under 112 (b) 
(5), disregarded the issuance of the reacquired 
stock. 

32 Elmore Milling Company v. Helvering, 70 
F. (2d) 736 (CA of DC. 1934) [1934 CCH { 9161]. 
Quaere, since A and B jointly are in ‘‘control’’ 
after the exchange, and if they receive stock 
proportionate to the assets which they transfer, 
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is there not a 112 (b) (5) transaction as to 
them even though C may be chargeable with 
a taxable exchange? This line of reasoning 
may justify the decision in Snowden v. McCabe, 
supra, which is otherwise not reconcilable with 
the theory of the United Carbon case, infra, 
note 33. In the Snowden case twenty-six joint 
equal owners of property transferred it to a 
new corporation; twenty-four of them also made 
identical cash contributions, and received 1/24 
of the stock apiece, Section 112 (b) (5) was 
held apPlicable, and the loss claimed by the 
plaintiff-transferor was disallowed. 
*3 [Footnote 33 on p. 1075.] 
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A’s loss of 0.53 per 








cent is too great to 
iulfill the “substantial proportion” require- 
ment. In Case 16, the corresponding spread 
is only two per cent, and Section 112 (b) (5) 
is probably applicable.” 


Case 17. A and B have equal capital inter- 
ests in a partnership whose assets are worth 
$100,000, but A receives the greater share of 
the profits. They agree to incorporate, but 
A insists on receiving a $10,000 cash bonus 
to compensate him for loss of his advan- 
tageous profit-sharing ratio, and B agrees. 
Accordingly, the partnership assets are 
transferred to newly formed X Corporation, 
which issues its stock equally to A and B 
and pays A $10,000 in cash. The transaction 
qualifies under Section 112 (b) (5)* and 
Section 112 (c), although under the latter 
section, if A realizes a gain on the exchange, 
he will be taxed on such gain to the extent 
that it does not exceed $10,000, the amount 
of the cash received. The essential point to 
note is that the proportionate interests held 
aiter the exchange are computed with re- 
spect to only the stock and securities re- 
ceived; the cash received does not enter into 
the computation. Suppose, for example, that 
\ and B decided to achieve the same result 
by having A, prior to incorporation, release 
to the partnership a one-tenth interest in the 
net assets for $10,000 cash. Upon incorpora- 
tion, A would contribute 40/90 of the assets 
and B would contribute 50/90, and each 
would receive 45/90 of the stock. As the pro- 
portionate interests in the assets contributed 
would not have been maintained in the stock 
listribution, 112 (b) (5) would be inap- 






“3 **The emphasis upon the individual trans- 
feror is noted in the provision that the para- 
graph shall apply only if the condition of sub- 
stantial equivalency is met in the case of each 
transferor, so that no matter how many persons 
are involved, unless the transfer by. each com- 
plies with the condition, none is privileged to 
avail himself of the exception.’’ United Carbon 
Company v. Commissioner, supra. For an ap- 
plication of the contrary formula, see Ared 
Corporation, 30 BTA 1080 (1934) [CCH Dec. 
S618], a decision which antedates the United 
Carbon case. In Case 15, it might be argued 
that A’s transfer is within 112 (b) (5) regard- 
less of the ‘‘substantial proportion’’ require- 
ment because of his individual ‘‘control.’’ Cf. 
note 32, supra. 


‘In the Bodell case, supra, the Tax Court 
stated, ‘‘Where the variation between the value 
of the assets transferred and the stock received 
amounted to less than 1 percent, the exchanges 
have been held to meet the requirements of 
Section 112 (b) (5).’’ This statement, inter- 
preted in the light of the court’s purported 
acceptance of the United Carbon case, would 
appear to indicate that any ‘‘spread’’ short of 
two per cent (i. e., a gain of one per cent to one 
transferor and a loss of one per cent to another) 
Would not be considered sufficient to prevent 
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plicable and the exchange would be taxable. 


Case 18. A and B are equal partners in a 
partnership whose assets are worth $100,000. 
The partnership assets are transferred to 
newly formed Corporation X, which issues 
fifty shares to B and forty shares to A, 
equalizing the distribution by paying A 
$10,000 in cash. Although total value re- 
ceived by A and B are proportionate to the 
values which they transferred, the values of 
the securities received by them are not pro- 
portionate, anda Section 112 (b) (5) is inap- 
plicable.” 


Case 19. A is sole proprietor of a business 
which owns real estate, patents, and other 
assets with no readily ascertainable market 
value. The business has operated at an in- 
creasing profit for many years. A transfers 
all the assets of the business, including good 
will, to newly formed X Corporation for 
fifty per cent of its stock, and B pays in 
$50,000 cash for the other fifty per-cent of 
the stock. Obviously, if the value of A’s 
business as a going concern can be estab- 
lished at $50,000, the stock issuance is pro- 
portionate and 112 (b) (5) applies. Valuation 
is a matter of proof. If the transaction is at 
arm’s length, and is based upon values agreed 
upon between the parties upon full con- 
sideration of the known facts uninfluenced 
by extraneous factors, the Tax Court is in- 
clined to accept such values.” Under some 
circumstances, it may be possible to avoid 
the valuation problem under 112 (b) (5) by 
appropriate adjustments of property inter- 
ests prior to incorporation.® 


the exchange from complying with the ‘‘sub- 
stantial proportion’’ requirement. 

*% Cf. Hartford-Empire Company, supra. Part- 
ners who incorporate participate in a 112 (b) 
(5) transaction if they receive securities pro- 
portionate to their capital interests in the part- 
nership; the fact that their profit and loss 
ratios differ from their capital ratios is imma- 
terial Strouse, Adler Company, supra. 

%6 Cf. Diescher v. Commissioner, 110 F. (2d) 
90 (CCA-3, 1940) [40-1 Ustc § 9233]. 

37 Cf. George P. Skouras, supra; General Out- 
door Advertising Company, 32 BTA 1011 (1935) 
[CCH Dec. 9029], rev’d on o. g. 89 F. (2d) 882 
(CCA-2, 1937) [37-1 ustc § 9290]; Miller & Paine, 
42 BTA 586 (1940) [CCH Dec. 11,287]; Taylor- 
Wharton Iron & Steel Company, 5 TC 768 (1945) 
[CCH Dec. 14,759]. 

88 Partners who have permitted their capital 
to accumulate other than in agreed ratio can- 
not assume that the ratio of book capital in- 
terests represents the required 112 (b) (5) ‘‘pro- 
portion’ if they are also transferring a sub- 
stantial good will. Presumably the good will 
is to be shared in the originally agreed capital 
ratio (or perhaps in the profit and loss ratio) 
and not in the current unbalanced capital ratio. 
To assure the applicability of 112 (b) (5) and 

(Footnote 38 continued on p. 1076.) 
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Liability of Transferor Assumed 


(“Liability considered as stock or secu- 
rities”’) 


Case 20. A owns Blackacre and B owns 
Whiteacre. Each property is worth $50,000. 
Blackacre is free and clear. Whiteacre is 
encumbered by a $10,000 mortgage. A and 
B transfer the respective properties to newly 
formed Corporation X, which either assumes 
the mortgage or takes Whiteacre, subject 
thereto, and issues fifty shares of stock to A 
and forty shares to B. Assuming that the 
assumption or acquisition is motivated by a 
valid business purpose and not a tax avoid- 
ance purpose,” Section 112 (b) (5) applies. 
3y specific provision in the statute the mort- 
gage is considered as additional stock or 
securities issued to B, thus equalizing the 
securities distribution according to the gross 
values of the assets contributed.®” It is to be 
noted, however, that if there were no mort- 
gage on Whiteacre, the issuance of a $10,000 
purchase money mortgage to B along with 


his forty shares of stock would not suffice to 
bring the transaction within 112 (b) (5), as 
the special proviso applies only to assump- 
tions of existing liabilities or transfers subject 
to such existing liabilities. If both prop- 
erties were free and clear, and B wanted to 
obtain $10,000 cash from the deal and still 
keep it within 112 (b) (5), he should mort- 
gage to an outsider prior to transfer rather 
than accept and discount the corporation’s 
purchase money mortgage. 


Conclusion 


The foregoing illustrative cases touch 
upon many of the questions which have 
arisen in the interpretation of Section 112 
(b) (5). Consideration of these cases and 
their potential variations leads to the con- 
clusion that the section is one of the most 
flexible of the Code provisions in offering to 
the tax practitioner the opportunity to choose 
his tax result through proper planning with 
respect to both the substance and the form 
of a contemplated transaction. [The End] 





(Footnote 38 continued.) 
yet avoid the necessity of valuing good will. 
contributions to or withdrawals from capital 
should be made prior to incorporation to ad- 
just the book capital to the originally agreed 
ratio. Quaere, since a partnership is a ‘‘person”’ 
(see note 11, supra), cannot the problem of 
‘‘substantial proportion’’ be bypassed in a case 


like this by having the stock issued in part- 
nership name, and if so, would immediate dis- 
tribution of the stock to the partners resurrect 
the problem (see Case 4, supra)? 

39 See Section 112 (k) I. R. C. 

4 Cf, Section 29.112 (by (5)-2 of Regulations 
et. 


i 


TAX COURT WEIGHS RENEGOTIATION 


T HE TAX COURT, in a recent renegotiation case, Stein Brothers Manu- 
facturing Company v. Secretary of War, has determined that after renegotia- 
tion has actually begun, Section 403(c)(5) of the Renegotiation Act does not 
require the Secretary to send a written notice fixing a date and place for an initial 
conference. In this case, the initial conference was held before the contractor, upon 
request, had filed statistical data for the period involved in the renegotiation. 


The court also declared that the Renegotiation Act is justifiable as a war 
measure, and is not unconstitutional on any of the numerous grounds advanced in 


the case. 


The contractor contended that a contract for 20,000 units was a single con- 
tract, and that a change order to effect an increase of 10,000 units was another 
contract. The court held that there was but one contract finally and that the 
Secretary did not err in subjecting all profits on that contract to renegotiation. 
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Some Aspects of tstate Planning 


By C. STEWART BAXTER 


This article is a reprint of an address given by Mr. Baxter, vice president and 
assistant trust officer of the National Bank of Detroit,* before a meeting of the 
Michigan Association of Certified Public Accountants 


inte tele PLANNING” is commonly 
4 understood to be arranging for the 
disposition and management of one’s prop- 
erty—upon death or for its use upon retire- 
ment and subsequent years until death. 
Furthermore, many conceive of it as little 
more than the execution of a will and possi- 
bly the completion of an insurance program 
io supplement the estate that will come into 
existence upon the admission of the will to 
probate. 

That such impressions exist among lay- 
men generally, is easily understood, for the 
very term “estate” is, to many, synonymous 
with death. But the same impression is 
juite general among lawyers and insurance 
underwriters as well and, possibly, among 
accountants, and this is not so readily un- 
derstood because “estate planning” is not 
new to those professions. 


In its broadest sense, estate planning is 
iuch more than the laving of a plan that 
vill become operative upon retirement or 
death. It includes arrangements for the 
hest use of current income and the accumu- 
lation, preservation and use during life, and 
ultimate disposition of principal. It takes 
into consideration all present factors and 
the particular objectives of the owner, bear- 
ing in mind always that any such plan must 
be one that lends itself to constant adjust- 
ments as conditions and facts change. In 
essence, planning for the best use of one’s 
property during lifetime embraces much 
more than planning for its disposition upon 
death. 


(All quotations are from various numbers 
of Estate and Tax Bulletin, published by Na- 
tional Bank of Detroit, the material for which 
iS prepared by J. Blake Lowe, tax specialist 
of Baltimore, Md., or inserts therein, including 
“The Other Half of the Job’’ (Edwin Bird 
Wilson, Ine.) unless otherwise stated in the 
text.) 


Some Aspects of Estate Planning 


Factors Involved 


Such a definition calls for consideration 
of virtually every factor that affects the 
individual owner of property. It means that 
every fact concerning the person whose ar- 
rangements are being made must be tabu- 
lated and weighed. These include: 


1. The family—the names and ages of 
each and consideration of their health and 
ability. 

2. The assets and liabilities—a full de- 
scription of each and an accurate estimate 
of their amounts. 


3. The business or profession of the 
owner—to be considered from all aspects. 


4. The exact form of ownership—individ- 
ual or joint. 


5. The tax exposure—income, gift, estate. 
6. The philosophy and particular wishes 
of the property owner. 
Ascertaining and compiling this informa- 
tion is quite “an order,” but it is the base 


that must be laid before any well-balanced 
program may be formulated. 


Divisions of Planning 


There are three basic aspects to any com- 
prehensive plan. These are (1) that which 
covers the life period, (2) death and the 
period of administration and (3) the subse- 
quent period during which the assets are 
conserved and expended for the family’s 
securitv—including, of course, education of 
children. Each of these is largely controlled 
by the philosophy of life or “general think- 
ing” of the owner. What would be a good 
plan for a generally broad-gauged individual 
might be an unwise one for the person whose 
sole ambition is to accumulate for the sake 
of accumulation. 

The life period phase of the plan generally 
must evolve around (1) earned income and 
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income from securities and other property, 
(2) income tax, (3) preservation and accu- 
mulation for security, (4) desired standards 
of living including education and travel and 
(5) reasonable liquidity under all conditions. 
And this must dovetail into the estate. 

The period of administration, the second 
part of the plan, suggests the will and in- 
surance program. Of equal importance are 
complete but simple records and the need 
for liquidity to discharge debts and tax lia- 
bilities with particular emphasis on tax avoid- 
ance—not tax evasion. 

The third part of the plan is that designed 
to afford security to the family through the 
conservation of the assets for the produc- 
tion of income until the purpose of the estate 
owner has been accomplished, at which 
time the entire plan will have been com- 
pleted. 


The first part of the plan—that of plan- 
ning for life or the remaining years of life— 
requires consideration of many _ things. 
These have been broadly outlined but should 
be considered in detail. No attempt is made, 
however, to develop an illustrative case. To 
do so would require, in the first instance, 
the assumption of facts and figures that at 
best would provide parallels for only a few 
cases. Further, the only purpose in pre- 
senting such detail would be to arrive at 
general conclusions which will be stated. 


A Few Questions 


Who comprise the family unit? “What 
are the ages of the husband and wife, as well 
as of the children? Are there any minors? 
Are all in good health? Are other persons 
dependent upon this family for partial or 
full support? Who are they and what are 
their ages and states of health? 

What are the assets? Do they include an 
assortment of bonds, stocks, real estate and 
life insurance? And, more particularly, is 
the chief asset of the husband a sole pro- 
prietorship, an interest in a partnership or 
either a sole, majority or minority owner- 
ship in a close corporation? 

What are the liabilities? What is their 
nature? Do they include short-term as well 
as long-term obligations? What plans does 
the owner have for their liquidation during 
his lifetime? In short, it is obvious that 
these factors must be considered in relation 
to the assets and full consideration must be 
given them as any program is developed. 


Does the wife happen to own any prop- 
erty in her own right? Where did she get 
it—that is, did she inherit it, earn it, or re- 
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ceive it as gifts (not necessarily thought of 
as such) from her husband? 


How are all these assets owned? Are they 
in the husband’s name? Are they in the 
joint names of husband and wife? Are some 
or all in her name? If the children own any 
assets, what is their value and how were 
they acquired? 


What is the cost price of each of these 
assets to the owners? Is there a substantial 
profit, before taxes, in the bulk of them? 
Are there some losses that might be taken? 
What taxes, particularly income, have been 
paid in the preceding three to five years? 


The answers to all these questions, plus 
the philosophy of life or “general thinking” 
of the owner, produce the base from which 
the plan must originate. They permit the 
diagnosis. And, if the owner will accept it, 
and is open-minded to changes, generally 
much can be done for him and his family. 


Methods of Treatment 


What are the methods of treatment? 
There are several, but particular considera- 
tion must be given to (1) the nature of the 
investments in order to afford some greater 
measure of over-all security; (2) the study 
of the tax status in relation to the invest- 
ments, for example, weighing capital gains 
and losses against the inclusion of certain 
very low cost assets in the estate which 
would take as a revised or new cost the 
values as of the date of death; (3) gifts that 
may have been made (including jointly 
owned assets) and those that might now be 
made—either outright or in trust; (4) a re- 
tirement program and death taxes, which 
necessarily include the fullest consideration 
of insurance, 


Gift Problem 


Usually the key that opens the door is the 
tax status—income, gift and estate. If the 
husband has retained ownership of all or 
the greater part of the assets (and that is 
less common today than it was five years 
ago), he must necessarily include his earned 
income with that from investments. In that 
event, or if most of the holdings are in the 
joint names of himself and his wife (as is 
often too true), he or they may be gener- 
ally susceptible to the gift treatment. 
Whether gifts are a part of the answer, 
however, should be determined upon only 
after giving full consideration to a multi- 
tude of other factors including the income, 
cift and estate tax picture as well as invest- 
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ments, costs of assets, gifts that may have 
been unwittingly made, i.e., jointly owned 
properties, and retirement and insurance 
coverage. 

Assuming that the investment program is, 
or has been, well balanced, that the federal 
estate tax has been estimated to be substan- 
tial, that income taxes paid for the past sev- 
eral years were high and will continue in 
that category if ownership of the assets is 
not distributed, then certainly gifts of some 
type should be considered. There is, how- 
ever, one point to be emphasized here. 
‘Transfers of property into joint names con- 
stitute gifts, if made since June 6, 1932, if 
their value has exceeded the annual exclu- 
sions in effect when the transfers were made. 
Thus, in the analysis of the status of the 
assets, it 1S necessary to determine what 
cifts may have been made and when—and 
whether property gift tax returns were time- 
ly filed. 

A very brief statement of the elements of 
the gift tax and important factors connected 
therewith would seem to be appropriate at 
this point. 

The federal laws, regulations and cases 
relating to gifts are somewhat complex but 
for the purpose of this discussion the follow- 
ing statement, which appears in the tax fol- 
der published by the National Bank of De- 
troit, may suffice. 


“The tax is imposed annually on the total 
net gifts made during the calendar year. In 
determining net gifts the donor has an ex- 
emption (a single lifetime privilege) of 
$30,000 plus an exclusion of $3,000 per donee 

er vear. 


“The tax is cumulative, i.e. the tax is com- 
puted at the rates applicable for the current 
ear and is computed on the aggregate net 
eifts made since June 6, 1932, determined, 
however. by allowing the current $30,000 
exemption. From the cumulative tax thus 
computed there is deducted the aggregate 
tall gift taxes paid since June 6, 1932; the 
remainder is the tax for the current year.” 


It is most advisable that the individual 
who may be contemplating gifts either out- 
right or in trust and in either small or sub- 
stantial amounts, should have a clear un- 
derstanding of the gift tax and the method 

fits application. And one planning estates 
must have a comprehensive knowledge and 
understanding of this tax and be currently 
abreast of the most recent decisions. 

‘The gift tax is a life tax which in many 
respects is similar to death taxes. It is a 


life tax because it is based on the transfer 
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ot property during the life of the donor.” 
While gift tax rates are three-fourths of es- 
tate tax rates, more substantial savings may 
be involved than would appear from the face 
of that statement. The initial gifts are sub- 
ject to tax at the lowest rates, while the 
property which is given is removed from 
the highest bracket of tax that the estate 
would reach for estate tax computation. 

There are other gift factors of importance: 

1. The exemption and exclusions may be 
used only while living. 


2. Vax savings available include: 


(a) reduction of estate tax; 
(b) reduction of income tax. 
‘ 
3. There are two types of gifts: 
(a) those of present interests—$3,000 ex- 
clusion allowed; 


(b) those of future interests—no exclu- 
sion allowed. 


4+. These transfers are subject to gift tax: 

(a) properties in joint name; 

(b) withdrawal by the second party from 
a joint bank account or redemption of gov- 
ernment bonds by a co-owner; 

(c) irrevocable trusts; 

(d) absolute assignment of insurance poli- 
cies or the naming of an irrevocable bene- 
ficiary and in some instances the payment 
of premiums; 

(e) sales below fair market value; 


(f) release of taxable powers of appoint- 
ment after June 30, 1947. 


5. Gifts may be made from the following 
motives: 

(a) “Gifts made to reduce income taxes 
of the donor, or in order to give children 
independent means, or primarily to relieve 
the donor of the management of the property 
transferred, are motivated by thoughts of 
life.” 

(b) “Conversely, a gift is considered to 
be of testamentary nature when the domi- 
nant motive for the transfer of property 
during life is prompted by the thought of 
death.” 

In view of these comments and of the 
analysis of the property status of the indi- 
vidual, has he made, wittingly or unwitting- 
ly, any reportable gifts? Has the exemp- 
tion of $30,000 been fully used? Have gifts 


in excess of that and the annual exclusions 
been effected? 


Assuming that he has not made such gifts, 
and that the estate is subject to substantial 
federal estate tax, would it be prudent for 
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him, considering all circumstances, to do so? 
And by “all circumstances” is meant, Who 
would be the donee or donees—his wife, or 
his wife and children? What are the ages 
of the prospective donees? What is the 
state of health of each? Income is a very 
important factor, Life expectancy of each 
must be considered. Should the gifts to 
sons and daughters be the same in amounts 
and in character, or should more or less be 
given the daughter? Should either or both 
be outright gifts or should either, particu- 
larly the daughter’s, be in trust? Is there 
complete domestic harmony between hus- 
band and wife? And does the wife enjoy 
an income separate and apart from any 
assets she may have received from her hus- 
band, or may she inherit any substantial 
property? 


If the answer to these questions indicate 
that it would be good judgment to effect 
gifts, what amounts would it be prudent 
to give? “The primary test of the wisdom 
of a gift is, whether or not it accomplishes 
the objective of the donor.” The manner 
in which it is given, that is, outright or 
in trust, depends upon several factors in- 
cluding the amount, the character of the 
property and the age of the donee, and 
whether or not the donor desires to place 
any restrictions on the gift. 


When the fullest consideration has been 
given to all of these points, a gift program 
will generally afford substantial benefits not 
only to the donor but to the donees as well. 
The existing gift tax law encourages the 
transfer of property during life. “Each case, 
however, should stand squarely on its mer- 
its. In certain cases, there may be family 
and estate reasons why a gift or gifts should 
not be made. Tax-wise, however, the gift 
tax option, if properly exercised, is sound. 
In many cases, if the gift is substantial, the 
use of a trust is preferable to an outright 
gift.” 

“A gift in trust eliminates an estate tax 
on the property transferred at the time of 
the death of the donee, provides for the 
management and protection of the gift as- 
sets, assures the proper ultimate distribu- 
tion of both the income and principal, per- 
mits the conservative transfer of property 
to minors and offers the close corporation 
stockholder an opportunity to minimize both 
income and estate taxes without jeopardiz- 
ing either the voting or controlling interests. 
For the man or woman with substantial as- 
sets, a gift in trust merits serious considera- 
tion. Such a gift should not be made, 
however, without careful thought, taking 


into account the future as well as the 
present.” 


Jointly Owned Property 


Generally speaking, transfers of property 
into joint name, where the grantor is in 
possession of such assets that may subject 
his estate to federal estate tax, should not 
be made. In the first instance a gift is 
made, with the exception of war bonds and 
joint bank accounts, when the transfer is 
effected. In such a case, the annual exclu- 
sion and possibly the life exemption will be 
used, If both are exhausted, a gift tax lia- 
bility will be incurred. 


Furthermore, the cost to the donee is the 
donor’s cost and remains the donor’s cost 
after the death of the donor. It is not the 
value as of the date of death. And even 
though the estate tax is determined on the 
value as of the date of death, or the optional 
date, the cost to the survivor remains the 
original cost to the donor, unless the value 
at the date of the gift was lower than the 
cost—and in that event it is that lower figure 
which becomes the cost to the survivor. 
That factor alone—the possible capital gain 
—is enough to discourage further use of 
this type of gift. 

But there is another factor. The jointly 
owned asset does not pass through the es- 
tate of the donor, except for tax purposes, 
nor is it controlled by his will. The sur- 
vivor succeeds immediately to all the inci- 
dents of ownership of that property. When 
remarriage occurs, that property may then 
be placed in the joint names of the wife and 
her second husband; and if she predeceases 
him, the whole of that property passes to 
him to the exclusion of the children of the 
first marriage. 

Further, in a situation even more common, 
if the wife survives her first husband more 
than five years, that same property is again 
taxed in her estate at its then value and 
under then prevailing rates. 

These statements should discourage the 
use of this form of ownership of property 
even where there may be no children—and 
in such case—principally because the whole 
of the estate would descend to the heirs 
of the surivor unless the will of the sur- 
vivor directed otherwise. 


Life Insurance 


The next logical step in the consideration 
of the plan to be made—based on the facts 
that have been determined—is the life in- 
surance study. 
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How much coverage does the person 
own’? How is it arranged? Is payment 
directed outright to the widow, or to the 
widow and children? What about settle- 
ment options? What are the income needs 
of the family? What cash will be avail- 
able for taxes and debts? The consideration 
of this last question leads to the suggestion 
that the entire tax and debt liability be 
-computed at this point. 


The taxes that become payable in the 
settlement of the estate are (a) income, 
(b) federal estate, (c) state inheritance, 
(d) transfer, (e) possible deficiencies of 
income and gift taxes, (f) intangibles, and 
miscellaneous. What do these amount to? 
Where will the cash for their payment come 
from? 

To what extent may these be reduced by 
gifts, and payment of gift taxes? What 
means should be employed to provide ade- 
quate liquidity in the estate, in addition to 
cash (by liquidity is meant bonds, not equi- 
ties)? If the chief asset is a partnership 
interest, how may the surviving partier ac- 
quire that of the estate? Or if that chief 
isset 18 a block of stock, minor or major, 
in a close corporation, what market will 

\ist for it? These considerations, coupled 
vith all those previously discussed, become 
major as insurance programs are considered. 


There should be ample insurance to sup- 
plement the other assets to the extent that 
the tax bill may be settled without crushing 
the estate through the sacrifice of its major 
asset, and that sufficient inomce is available 
properly to support the family. 


To accomplish these broad objectives, 
possibly a buy-and-sell agreement between 
the partners, the stockholders, or the stock- 
holders and the corporation, is the answer. 
Such an agreement has as its purpose the 
providing of sufficient cash in the hands of 
the survivor or survivors to the agreement 
to purchase at an agreed price or under an 
agreed formula the interest of the deceased 
in the business. This device is not new and 
is increasingly in demand. Not always, but 
i many instances, the contracts, under the 
agreements, are held by a trustee; and when 
the death of one of the parties to the agree- 
ment occurs, the proceeds are collected by 
the trustee and used to purchase the de- 
ceased’s interest as provided in the agree- 
ment. 


In addition to the payment outright of 
insurance proceeds and insurance for use 
under buy-and-sell agreements, the use of 
standard option settlements must be consid- 
ered. Generally, these modes of settle- 


Some Aspects of Estate Planning 








ment include payment of income only to the 
beneficiary, or payment of fixed sums in- 
cluding interest and principal for the life of 
the beneficiary or for life and a fixed term 
of years certain, 


Such settlement options serve an excellent 
purpose, particularly for widows with grow- 
ing families, who may have limited invest- 
ment experience. They should comprise at 
least a part of any well-rounded program. 
Although these modes of settlement serve 
very well in many instances, it should be 
pointed out that they have a common char- 
acteristic, inflexibility—and inflexibility some- 
times may be undesirable. 


Life Insurance Trust 


In such cases the life insurance trust is 
often the answer. Broadly, under a life in- 
surance trust agreement, the insured may 
arrange to meet almost any unusual situa- 
tion. A trustee is named to hold the poli- 
cies in his lifetime, the policies having been 
made payable to the trustee, the proceeds 
of which are collected upon the death of 
the insured and used as directed under the 
agreement. 


Such uses include: 


1. Provision for advancing cash to the 
estate on a secured or unsecured loan—for 
the broad purpose of increasing the liquidity 
of the estate. 


2. Coordination of all elements of the 
estate. 


3. Meeting unanticipated needs of the es- 
tate and family. 

4. Provision for virtually any contingency 
in complex family situations. 

No discussion of the insurance aspects of 
an estate plan would be complete without 
some consideration of two other broad sub- 
jects—annuities and the acquisition by the 
wife from her own funds or estate of insur- 
ance on the life of her husband. 


Annuities must receive prime considera- 
tion, particularly where the owner is oper- 
ating a sole proprietorship or has his chief 
asset in a partnership interest, from the 
standpoint of his security following retire- 
ment. Annuities should be weighed from 
that standpoint for every owner. If the re- 
tirement program for the individual does 
not appear to be sufficiently secure, and if 
current income would warrant such an ad- 
ditional contractual burden, an annuity may 
be the answer, 


As to the purchase of insurance by the 
wife, there are several broad observations 
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to be made. Possibly the most important 
consideration is the source of the cash she 
would use to pay the initial and subsequent 
premiums. If the funds used are traceable 
to the husband, the probabilities are strong 
that the proceeds will be taxed in his estate. 


On the other hand, if it may be definitely 
ascertained that the funds so used were hers, 
the proceeds will not be taxed to the hus- 
band’s estate. The advantages of such an 
arrangement are obvious. First, the tax in 
the husband’s estate is lower. Second, cash 
is available to the wife either for advance 
of cash to the estate for whatever purpose 
or for investment, thus adding to the secur- 
ity. In either event, liquidity in the whole 
family picture is increased and tax economy 
achieved. 


Living Trust 


Another very important phase of planning 
for a life program includes consideration of 
living trusts and their uses. 

Briefly, trusts may be classified in two 
broad groups—revocable and_ irrevocable. 
In the former, it may be said there are no 
tax savings while in the latter there are 
such savings. Either or both may have a 
place in the program of the owner. 

Revocable trusts are completely flexible. 
For example: 

1. The owner may deposit all or part of 
his holdings under the trust. 


2. He may authorize the trustee to pay 


the income to him or others, or to accu- 
mulate it. 

3. He may authorize or direct principal 
payments. 

4. He 


time. 


may withdraw principal at any 

5. He may wish to participate in or re- 
tain full management of the trust. 

6. He may act as co-trustee or sole trus- 
tee. 

7. He 


pleasure. 


may terminate the trust at his 


Such a trust affords these advantages: 

1. The property does not pass through a 
period of settlement and administration. 

2. The property is not usually subject to 
court costs and expenses of probate. 

3. The trust is not usually a matter of 
public record. 


4. It represents the careful plan of the 
maker, the deliberate judgment of the trus- 
tee and the workmanship of competent 
counsel. 
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Such an instrument may serve the same 
purpose as a will for the transfer of property 
after the death of the owner, During the 
life of the maker, the trust is subject to 
amendment or revocation. Upon the death 
of the maker, however, if it has not been 
revoked, the terms of the agreement usually 
become irrevocable for the benefit of the 
beneficiaries. Or the trust instrument may 
direct termination upon the death of the 
maker or owner and delivery of the assets 
to the executor for distribution under the 
terms of the will. 


Irrevocable trusts are, in general terms, 
distinguished from revocable trusts mainly 
in three ways: 

1. They may not be revoked. 

. They afford tax savings. 

3. In general the owner should not retain 
any powers. 


The fact they are not revocable means 
they should be used only after the fullest 
consideration of every factor surrounding 
the owner. If he is making a gift that com- 
prises a substantial portion of his estate, he 
must be certain to have left in his hands 
sufficient assets to preserve his financial in- 
dependence. To a certain extent, one who 
employs this vehicle for transter of some 
of his assets is in effect predicting the 
future. 

Since they usually afford an income as 
well as a federal estate tax saving, they 
have a very real value, particularly to indi- 
viduals whose estates are substantial. <As- 
suming the trusts are of sufficient size, they 
involve payment of gift taxes; but this in 
effect may be viewed, in practical terms, as 
prepayment of federal estate taxes at rates 
substantially lower than federal estate tax 
rates. And substantial savings of income 
taxes are effected from the date of the trans- 
fer. 

Generally such trusts are created for the 
benefit of the wife or children or both and 
provide for payments of income to the bene- 
ficiaries for various purposes. Likewise, 
payments of principal may be made to the 
beneficiaries under certain conditions as their 
circumstances require. 


The owner, or settlor, in order to attain 
the fullest benefits taxwise, must not re- 
serve to himself any rights to a reversion of 
the properties transferred and should not 
act as a co-trustee except, possibly, for the 
purpose of offering advisory counsel with 
respect to investments made or manage- 
ment of assets. In any case, the discretion 
to be exercised in determining whether or 
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not advances of principal are to be made 
to any of the beneficiaries should be exer- 
cised only by a trustee having no beneficial 
interest whatsoever in the trust, 


These are a few of the primary considera- 
tions entering into the creation of an ir- 
revocable trust. 


Planning the Will 


Consideration has been given all of the 
lite aspects of the plan except the provisions 
to be made by will. 


Further, it is emphasized, consideration is 
still being given the life aspect of the pro- 
rram as consideration of the will is ap- 
proached. It may be considered as the 
‘coordinator of the several elements of the 
life plan—to become operative when death 
occurs. 

It is unlikely that the elements thus far 
considered could be answered, for any but 
the most unusual case, by any one individual 
whether he is an accountant, an insurance 
underwriter, a lawyer or a trust officer. The 
assembling of the information required for 
the study is most likely to be accomplished 
only when each of these specialists has con- 
tributed to the plan from his knowledge and 
experience. It is from this fund of informa- 

mn the lawyer draws as he considers the 
subject matter to be contained in the final 
draft of the will. Without the fullest in- 
formation disclosed to him the plan may fall 
short, for the will in such event might omit 
some essential provision. 

The drafting of the will embraces many 
problems, which usually center around two 
main considerations. These may be defined 
as the period of administration, during which 
assets are assembled, claims are determined 

id paid, necessary liquidation is accom- 
plished, and the accounting and transfer of 
assets are completed. The second is the 
distribution or holding of the assets in trust, 
as may best meet the needs of the family. 
Superimposed upon these is the general ob- 
jective of accomplishing the over-all plan 
With a minimum of taxation and costs. 


It should be recognized at the outset that 
the period of administration is common to 
estates that are distributed outright as well 
as those held in trust; that the administra- 
tion is the function of the executor, while 
the holding of assets in trust is the function 
of the trustee. One person or institution 
may, and generally does, serve in both 
capacities, 

Of primary importance in every will is 
the provision to be made for payment of 


Some Aspects of Estate Planning 








taxes. Should the executor be directed to 
pay all taxes of whatever nature from the 
residue? Such a direction would include 
payment of taxes arising out of deficiencies 
of all types, not overlooking that which 
might be assessed on account of gifts made 
by the testator in his lifetime and which he 
possibly should anticipate by directing oth- 
erwise. Should the executor collect from 
beneficiaries under life insurance contracts 
their pro-rata share of the federal estate 
tax? If so, the tax payment clause should 
be drawn with that in mind. Generally, 
and in most instances wisely so, the executor 
is directed to pay all taxes and not to collect 
from insurance beneficiaries their pro-rata 
share of the federal estate tax. 


What legacies, if any, should be provided 
for? There may be good reasons for rather 
nominal specific bequests; but if they are 
thought of in substantial terms, possibly 
these should derive from the residue on a 
relative rather than absolute basis. In 
words, the payment of substantial bequests, 
which have priority over the residue, might 
so exhaust the estate, as found on the date 
of death, as to defeat the provisions made in 
the residue, which are almost always framed 
for the benefit of the immediate family. 


Shall the residue be left outright or in 
trust? The answer to this usually turns 
on the members who comprise the family 
unit, their general status and qualifications 
and the further consideration that the prop- 
erty received from the estate will be taxed 
by the federal authorities in their estates 
should they survive the testator more than 
five years. That consideration, in most 
cases, leads clearly to the conclusion that 
the residue should be held in trust with 
the provision that income only shall be paid 
to the wife for her life, and upon her death, 
the continuation of income payments to the 
children until certain ages have been at- 
tained. And overriding these provisions, 
should be included the provision for pay- 
ment of principal to any or all beneficiaries 
in the event of need. This determination 
should be made by a fiduciary having no 
beneficial interest in the estate. 


Powers of Appointment 


The last statement leads to a brief con- 
sideration of powers of appointment; for, 
under present federal laws and regulations, 
invasion of corpus by a beneficiary may be 
construed as a power to appoint—and hence 
would be taxable in that beneficiary’s estate. 
The Internal Revenue Code provides that 
there shall be included in the gross estate of 
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a decedent, the value of all property—to the 
extent of any property with respect to which 
the decedent has, at the time of his death, a 
power of appointment, or with respect to 
which the decedent, at any time prior to his 
death, exercised or released a power of ap- 
pointment in contemplation of death, or 
intended to take effect at or after death. 


The statute contains its own definition of 
a power in the broadest of terms. It is de- 
fined as any power to appoint, exercisable 
by the decedent, either alone or in conjunc- 
tion with any person. The term is defined 
to include all powers which are in substance 
and effect powers of appointment regardless 
of the nomenclature used in creating the 
power. The statute then exempts two gen- 
eral classes: one may be defined as powers 
within the family group, or special, and 
reads, 1. “A power to appoint within a class 
which does not include any others than the 
spouse of the decedent, spouse of the creator 
of the power, descendants of the decedent or 
his spouse, etc.’’; while the other may be de- 
fined as that where the powers are vested 
in a fiduciary or anyone not having a bene- 
ficial interest. This reads in part, 2. “A 
power to appoint within a restricted class, 
if the decedent did not receive any benefi- 
cial interest, vested or contingent, in the 
property from the creator of the power, or 
thereafter acquire any such interest, and if 
the power is not exercisable to any extent 
for the benefit of the decedent, his estate, 
his creditors, or the creditors of his estate.” 

The releasing, tax free, such 
powers as are taxable, has again been ex- 
tended to June 30, 1947. 

The statement with respect to powers of 
appointment was made not only for the pur- 
pose of pointing out that invasions of cor- 
pus fall within the definition of a power of 
appointment, but also for the purpose of 
making certain, in the drafting of the will, 
that powers of appointment vested in the 
testator should be considered and probably 
released unless they clearly fall within the 
excepted classes. 


time for 


What further provisions should the trust 
portion of the will include? There are sev- 
eral, and particularly these: 

1. A spendthrift clause precluding the 
beneficiary’s right to sell or borrow on his 
interest in the trust and barring attachment 
by creditors. The value of such is obvious. 

2. The conferring of broad powers, to in- 
vest and reinvest, to buy and sell assets 
without the necessity of prior court ap- 
proval, to retain such assets as may be re- 
ceived in the trust, to lease, and to do 
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generally every act within the power of the 
testator, were he living. The comment is 
pertinent and should be made that the tes- 
tator has selected the wrong trustee unless 
he is willing to confer such powers. Fur- 
ther, the conferring of such powers, par- 
ticularly those relating to investments, is 
essential if flexibility to meet changing con- 
ditions is to be afforded the estate’s assets. 


3. A general provision for the disposition 
of any corpus and income that remains on 
hand when the last named beneficiary has 
died leaving no issue, This is designed to 
meet just one of the contingencies that might 
occur. Generally such a provision effects 
distribution to the heirs at law of the testa- 
tor as determined at the date of death of 
the last named beneficiary. 


4. The nomination of the executor and 
trustee, generally providing the executor 
shall have the same broad powers as are 
vested in the trustee. 


The lawyer, in drafting the will, must 
usually give consideration to those points 
enumerated. At the same time he realizes 
that there is a limit to the term for which 
a trust may be created. In Michigan a trust 
having personal property exclusively may be 
based upon any number of lives in being 
at the creation of the trust, plus twenty-one 
years. If real estate comprises any part of 
the trust, it must be based on no more than 
two lives in being at the creation of the 
trust, and it terminates upon the death of 
the second of these two to die. 


The carefully drafted will takes into con- 
sideration at least all the factors that have 
been mentioned. After completion, it should 
be meticulously examined by the testator. 
Seldom is the first draft the final draft. On 
the contrary, when the testator is satisfied 
with its provisions as expressing his intent, 
the accountant and the insurance under- 
writer might well examine it to make certain 
that its provisions are sound and accurately 
stated, the former from the standpoint of 
tax consequences, and the latter from the 
standpoint of insurance provisions made 
outside the will and the probate estate. 


The execution of the will should see the 
completion of the life program; for if done 
in the order indicated, namely after all other 
considerations have been weighed and treat- 
ed, it will serve as the coordinator of the 
entire plan. This is not to say, however, 
that once done it is done for the last time. 
On the contrary, the general plan once set 
up should never be permitted to become ob- 
solete. Conditions of all types, particularly 
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economic and family, constantly change. 
Therefore, the plan in its entirety should 
be reviewed regularly. 

There is at this stage, however, a sense 
of achievement on the part of the owner. 
Not only will he have appraised his accom- 
plishments to date, but he will have laid a 
plan that should see his much fuller enjoy- 
ment of the years lying ahead—possibly 
adapting himself to a more liberal view than 
he might otherwise have—and, in any case, 
realizing that he has done all that lies with- 
in his power to conserve that which he has 
heretofore created—and to conserve a 
ereater portion of his future earnings and 
accumulations through tax prudence, 

What of the second phase—the period of 
.lministration following the estate owner’s 
leath? That should become a relatively 
simple operation. 

The assets are readily assembled and ap- 
praised. Debts and taxes are ascertained 
ind paid from funds previously provided 
inder the plan selected. The liquidation of 
choice assets has been avoided in whole or 
n part and losses that would probably have 
heen entailed have been avoided or mini- 
mized. There should be no delay and no 
itigation. The orderly administration thus 
fforded is the least costly. 

The period of administration has been 
ompleted and the assets have been trans- 
ierred to the trustee. 

Immediately the production of income 
and conservation of assets are undertaken. 
lhe family as a unit is provided for in such 

manner as permits the fulfillment of the 
testator’s ambitious for the fullest protection 
f each, including the education of the chil- 


} 


aren, 


More to the point, the trust may be pre- 
sumed initially to be substantially of greater 
alue than it would have been, had not, pos- 
sibly, certain gifts been made or certain in- 
surance acquired to soften the tax blow, 
thereby facilitating the production of greater 
income to the family. 

No reference has yet been made to the 
matter of costs, including those incurred not 
only in creating the plan but also in admin- 
istration. To estimate the costs of plan- 
ning, except in very general terms, is im- 
possible. They depend on the nature of the 
assets, their volume, the problems involved 
and the time consumed by those engaged 
in the plan. 


But it may be stated, negatively or con- 
versely, that the cost is insignificant in view 
of the savings that may be generally effected 
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in death duties alone—not to mention pos- 
sible savings in income taxes. 


As to the cost of administration of estates, 
the compensation to be paid executors and 
trustees is fixed by statute in Michigan and 
the same rates apply whether these responsi- 
bilities are undertaken by an individual, who 
more often than not is relatively inexpe- 
rienced in this highly technical field, or by 
a corporate fiduciary, the personnel of which 
is trained and experienced in this work. It 
should be pointed out, in relation to costs, 
not only in the administration of estates of 
deceased persons, but in the management of 
living trusts, that a man devotes much of 
his lifetime trying to make more money than 
he spends and to invest the surplus wisely. 
Why? Not for the money itself, but be- 
cause he wants his accumulated surplus— 
large or small—to be converted into such 
human values as an adequate standard of 
living for himself and family, a proper edu- 
cation for his sons and daughters, and the 
greatest possible financial security for his 
wife and children after he dies. 


Spending a lifetime, or the greater part 
of a lifetime, to make money, is only the 
first half of the job. The second half is fully 
as vital, that is, to arrange his estate so that 
his wife will have adequate funds and sound 
advice, the education of the children will be 
completed, and the family will be safeguard- 
ed against the uncertainties of the world 
ahead, 


Obviously, if that second half of the job 
is to be done as efficiently as the first half, 
it is necessary that the owner of the prop- 
erty secure the best possible advice and in- 
formation from each of those experienced 
in all aspects of estate planning. This em- 
braces work of the lawyer, the insurance 
representative, the accountant and the trust 
representative. Each of these, through con- 
tributing a part of the development of a 
final plan, becomes familiar with the picture 
as a whole and is ablg to contribute much 
to it, not only during the owner’s lifetime 
but after his death. 


By way of summary, it may be stated that 
the advantages of estate planning in all its 
aspects are those accruing wherever plan- 
ning and budgeting in their broad sense have 
application. Such studies are devoted to 
one over-all objective, namely, creating and 
conserving—conserving time, effort and 
wealth. So long as these continue to be 
worthwhile ends, estate planning, in the 
most comprehensive sense, will continue to 
become more and more important. 


[The End] 
1085 














































































































































































































































Apportionment of Federal and State 
Estate Taxes in Connecticut 


By FRANCIS P. SCHIAROLI 


The author is an attorney with the firm of Cummings & Lockwood of 
Stamford, Connecticut. This article is a reprint from the July, 1946, issue—— 
of the Connecticut Bar Journal 


AST YEAR Connecticut passed an 

4 apportionment statute,’ effective July 
18, 1945, which requires the federal estate 
tax and Connecticut estate tax to be equi- 
tably apportioned among the parties in 
interest in the absence of a contrary direc- 
tion in the will. Prior to this statute, in 
Connecticut, as in most states, the ultimate 
burden of such estate taxes, with limited 
exceptions, fell upon the residuary estate 
unless the testator provided otherwise. As 
indicated by the report of the Statutory 
Commission in New York,’ this burden too 
often had to be borne by the closest relatives 
of the testator, who are frequently made the 
beneficiaries of the residuary estate. It is 
believed, therefore, that the new Connecti- 
cut act will generally produce a fairer result 
in the distribution of federal and state estate 
tax burdens with respect to estates of Con- 
necticut decedents by requiring an equitable 
sharing of such taxes by all beneficiaries of 
testamentary and other taxable transfers 
made by such decedents. In this respect, 
the statute adopts substantially the same 
philosophy that underlies the succession tax 
in the state. 

Actually, the federal estate tax law itself 
provides for equitable apportionment of the 
tax in certain limited cases in that it requires 
(a) beneficiaries of insurance on the life of 
the decedent and (b) beneficiaries receiving 
property over which the decedent had a 
taxable power of appointment, to bear the 
share of the estate tax represented by the 
value of the proceeds or property respectively 
received by them unless the decedent directs 
otherwise in his will. See Sections 826 (c) 
and (d), Internal Revenue Code. 


1 Section 314h-322h of 1945 Supplement to Con- 
necticut General Statutes, which will be referred 
to collectively as the apportionment statute, as 
the same were enacted as Public Act 280 of the 
1945 Public Acts. 

*McKinney’s Decedent Estate Law, Section 
124. 
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An excellent discussion of the Tax Ap- 
portionment Act of New York State, after 
which the Connecticut statute is closely pat- 
terned, appeared in the Connecticut Bar Jour 
nal, January, 1945. That discussion will 
throw considerable light on the general 
background and interpretation of the Con- 
necticut statute in view of the similarity 
between the two statutes. Although there 
are several differences, the principal one ap- 
pears to be the retroactive feature of the 
Connecticut statute, which is made express- 
ly applicable to the estates of decedents 
dying within one year of the passage of the 
act, that is, to decedents dying on or after 
July 18, 1944. The New York Apportion- 
ment Act expressly states that it shall not 
apply to estates of decedents dying prior to 
the passage of that act. 


What the Statute Says 


The basic provision of the Connecticut 
Apportionment Statute is Section 315h, 
which provides that whenever an executor, 
administrator, or other fiduciary has paid a 
federal or state estate tax, “the amount of 
the tax so paid, except when a testator other- 
wise directs in his will, or when by written 
instrument executed inter vivos direction is 
given for apportionment within the fund of 
taxes assessed upon the specific fund dealt 
with in such inter vivos instrument, shall 
be equitably prorated among the persons 
interested in the estate to whom such prop- 
erty is or may be transferred or to whom any 
benefit accrues.” 


The formula to determine each prorated 
share of the tax is relatively simple: in the 
proportion that the value of the taxable 
property received by the particular benefi- 
ciary bears to the total value of the taxable 
estate received by all beneficiaries, making 
allowances for any exemptions and deduc- 
tions granted to the particular tax law. 
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With respect to transfers of temporary 
interests (such as an interest in income or 
an estate for years or for life) the tax is to 
be apportioned against, and paid out of, the 
corpus of the property or fund concerned, 
without apportionment between remainders 
and temporary estates in the absence of a 
contrary direction in the will or inter-vivos 
instrument. However, as pointed out be- 
low, such imter-vivos instrument cannot 
relieve the transfer from bearing its propor- 
tionate share of the tax. It can provide only 
for a different allocation of that tax as be- 
tween the several interests in the transfer. 


Obligations of Fiduciary 


Procedurally, the fiduciary is required to 
include a computation of his proposed pro- 
ration of the federal and state estate taxes in 
his administration account (or other proper 
proceeding) for appropriate hearing and de- 
termination of the tax apportionment by 
the Court of Probate. A copy of such de- 
termination is to be transmitted by the court 
to the State Tax Commissioner and the lat- 
ter is required to make due allowance for 
the same in the computation of the Connecti- 
cut succession tax. 


Section 316h of the statute requires the 
fiduciary to recover the proportionate 
amount of the federal estate or Connecticut 
estate tax applicable to taxable property that 
does not come into his possession, such as, 
for example, property of an inter-vivos trust. 
That section states in part: 


“When any property required to be in- 
cluded in the gross estate does not come into 
the possession of the executor or adminis- 
trator as such, he shall recover from who- 
ever is in possession or from the persons 
interested in the estate the proportionate 
amount of such tax payable by the persons 
interested in the estate with which such 
persons are chargeable under the provisions 
of this act, and the probate judge may by 
order direct the payment of such amount 
hy such person to the executor or admin- 
istrator.” 

So far as practicable, the fiduciary must 
pay the tax prior to distributing the estate, 
unless the will directs otherwise. He is not 
required to distribute any of the property 
until the amount of the tax due from the 
distributee is paid or, if apportionment has 


not been determined, adequate security is 
furnished. 


Upon making his determination as to pro- 
ration of such taxes, the probate judge is 


Apportionment in Connecticut 





required to issue an order (a) directing the 
fiduciary to charge the prorated amounts 
against the persons against whom the tax 
has been prorated, insofar as he is in pos- 
session of the property and interests of such 
persons, and (b) directing all other persons 
against whom the tax has been prorated, or 
who are in possession of the property or 
interests of such persons, to make payment 
of such prorated amounts to the fiduciary. 

Section 320h and Section 321h of the stat- 
ute relate to certain deductible and non- 
deductible items in computing the net estate 
subject to the succession tax. 


In determining the succession tax the de- 
duction for the federal estate tax is now 
limited to the percentage of the federal es- 
tate tax that the value of the property in- 
terests and benefits subject to such tax and 
to the Connecticut succession tax bears to 
the net estate subject to the federal estate 
tax. The State Tax Commissioner appar- 
ently believes these changes conform to the 
new tax apportionment principle. 


In view of the similarity of the Connecti- 
cut and New York statutes, the numerous 
decisions of the New York Courts involving 
Section 124 of the New York Decedents’ 
Estate Law will be of considerable assist- 
ance and effect in the construction and inter- 
pretation of the provisions of the Connecti- 
cut statute. 


Is the Apportionment Statute 
Constitutional? 


The question of the constitutionality of 
the tax apportionment statute, except for 
its retroactive provision, was settled by the 
United States Supreme Court in Riggs v. 
Del Drago, 317 U. S. 95 (1942) [42-2 ustc 
{ 10,219], when it held the New York Tax 
Apportionment Act, Section 124 New York 
Decedents’ Estate Law, to be constitutional. 
That statute had been declared invalid by 
the Court of Appeals in New York (in a four 
to three decision) on the grounds that the stat- 
ute was repugnant to the federal estate tax 
law—particularly to Section 826(b) of the 
Internal Revenue Code (discussed below)— 
and in violation of the supremacy and uni- 
formity clauses of the Constitution. 


The United States Supreme Court in this 
case considered both Sections 826 (c) and 
(d) of the Internal Revenue Code, which 
respectively authorize the executor to col- 
lect the proportionate share of the federal 
estate tax from the beneficiaries of taxable 
life insurance, and from persons receiving 
property subject to a taxable power of ap- 
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pointment. The Court decided that neither 
of these sections prevented further appor- 
tionment of the tax against other distribu- 
tees. 


A similar conclusion was reached with 
respect to Section 826 (b) of the Code, which 
the Court discussed in part as follows: 


“If any distributee is thus called upon to 

pay the tax, §826 (b) provides that such 
person ‘shall be entitled to reimbursement 
out of any part of the estate still undistribu- 
ted or by a just and equitable contribution 
by the persons whose interest in the estate 
of the decedent would have been reduced 
if the tax had been paid before the distribu- 
tion of the estate.” By that section Congress 
intended to protect a distributee against 
bearing a greater burden of the tax than he 
would have sustained had the tax been carved 
out of the estate prior to distribution; 
In short, §826 (b), especially when cased 
in the background of Congressional intent, 
discussed before, simply provides that, if 
the tax must be collected after distribution, 
the final impact of the tax shall be the same 
as though it had first been taken out of the 
estate before distribution, thus leaving to 
state law the determination of where that 
final impact shall be.” 


Accordingly, the Court 
conclusions as follows: 


summarized its 


“We are of the opinion that Congress in- 
tended that the federal estate tax should be 
paid out of the estate as a whole, and that 
the applicable state law as to the devolution of 
property at death should govern the distribu- 
tion of the remainder and the ultimate impact 
of the federal tax; accordingly, § 124 is not 
in conflict with the federal estate tax law. 

Since § 124 of the New York Decedent 
Estate Law is not in conflict with the fed- 
eral estate tax statute, it does not contravene 
the supremacy clause of the Constitution. 
Nor does the fact that the ultimate incidence 
of the federal estate tax is governed by state 
law violate the requirement of geographical 
uniformity.” 


Similar tax apportionment statutes of 
Pennsylvania and Massachusetts have been 
upheld by the highest courts of those states 
even when applied to estates of decedents 
dving prior to enactment of the apportion- 
ment statute. (In re Jeffrey's Estate, 3 Atl. 
Rep. (2nd) 393 (Penn., 1939); Merchants 
National Bank v. Merchants National Bank, 
62 N. E. (2nd) 831 (Mass., 1945). These 
two cases are discussed below in connection 
with inter-vivos transfers and the 
tivity question.) 
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In view of the similarity between the Con- 
necticut and New York tax apportionment 
statutes, there can be little doubt as to the 
constitutionality of the Connecticut statute 
with the possible, but apparently remote, 
exception of its retroactive or retrospective 
application. 


Is the Retroactive Provision Valid? 


The retroactive* application of the Con- 


necticut statute is limited to estates of de- 
cedents dying within one year prior to the 
date of passage of the act. Although this 
period of retroactivity is not as great as in 
the corresponding Massachusetts and Penn- 
sylvania apportionment statutes hereinafter 
discussed, the validity of the retroactive pro- 
vision in the Connecticut statute will not be 
an academic matter for a substantial num- 
ber of estates that will be affected thereby. 


First, we shall consider whether the ap- 
portionment statute may be validly applied 
to estates of decedents dying within the one- 
vear period preceding the enactment of the 
statute. In both the above Massachusetts 
and Pennsylvania cases, the statute did not 
contain any provision such as Section 322h 
designating any fixed retrospective period. 
The statute in each case, however, provided 
that in the absence of a contrary direction 
of the testator, apportionment of the estate 
taxes is to be made “whenever it appears upon 
any accounting or in any appropriate action or 
proceeding, that an executor, administrator, 
trustee, or other person acting in a fiduciary 
capacity has paid . an estate tax levied or 
assessed he 


Since the constitutionality of the retro- 
active feature of the Connecticut statute will 
in all probability be challenged in the courts, 
an analysis of two cases should prove worth- 
while. 


Jeffery Case 


In the Jeffery case, the testator’s will left 
his entire estate to his wife and daughter in 
equal shares. He had created two revocable 
trusts in 1928 for the benefit of other rela- 
tives. The trust deeds required the trustee 
to pay out of the trust fund “all costs, 
charges, and expenses” of the trust estate 
and its management. The will contained a 
provision ratifying the trusts and stating that 
they should not be affected in any way by 


*>Some courts would not call such a provision 
“‘retroactive’’ when it applies only to cases 
where the federal estate tax has not yet been 
paid. See Merchants National Bank case, supra. 
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the will. The testator died prior to the en- 
actment date of the apportionment law, 
July 2, 1937; the accounts of the trustee 
came up for audit before the Orphans’ Court 
in April, 1937, and the adjudication thereon 
were made in the following December. It 
appears that the federal estate tax had been 
paid prior to the enactment of the statute, 
but the status of the proceedings in the de- 
cedent’s estate is not reported. The court 
held that the apportionment statute was ap- 
plicable so that the trusts had to bear their 
pro-rata share of the tax, stating: 


“On the date when the act became effec- 
tive the adjudication (on the trust estates) 
had not been made; the transition of title 
resulting from the adjudication was there- 
fore not complete; the proceeding was pend- 
ing; the estate tax had been paid by a fidu- 
ciary. The record therefore presented facts 
squarely within the words of the Statute 
requiring the tax payments to be ‘equitably 
prorated among the persons interested . 
to whom such property is or may be trans- 
ferred, the testator not having directed 
otherwise. 


“Tt is well settled that such interpretation 
of the Statute does not take away vested 
rights in violation of constitutional limita- 
tions. Jewell’s Estate, 235 Pa. 119, 83 A. 610; 
Cahen v. Brewster, 203 U. S. 543, 27 S. Ct. 
174, 51 L. Ed. 310, 8 Ann. Cas. 215; Carpen- 
ter v. Pennsylvania, 58 U. S. 456, 17 How. 
456, 15 L. Ed. 127. It is not important to 
consider whether it should be classified as 
retroactive or prospective; its terms show 
that it was clearly and manifestly intended 
to be applied to facts such as appear in the 
record.” 


It should be noted that the above cases 
cited by the court relate to retroactive ap- 
plication of succession taxes, which, of course, 
are imposed upon the receipt rather than the 
transfer of the property. The process of 
“receipt” is not completed until Probate 
Court proceedings are completed. See Blod- 
gett v. Bridgeport City Trust Company, 115 
Conn. 127 (1932). 


This case presented a fairly extreme set 
of facts, since the entire interests of the 
widow and daughter under the will and a 
life insurance policy would have been wiped 
out if the tax were not apportioned. The 
amount of the decedent’s net estate and life 
insurance payable to his wife and daughter 
was $246,000; whereas the total federal es- 
tate tax, including the tax on the inter-vivos 
trust, was over $497,000. In view of this 
situation the court did not hesitate to stretch 
the trust language so as to hold that the 
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trust’s direction to pay “all costs, charges, 
and expenses” of the trust estate consti- 
tuted a direction to pay the federal estate 
tax out of the trust property. However, 
since the court ruled that the apportionment 
statute was applicable, this construction of 
the language of the trust indenture was in 
no way necessary to the decision. 


Merchants National Bank Case 


The Merchants National Bank case pre- 
sents a fuller discussion of the issues in- 
volved. There the Massachusetts Supreme 
Court applied the apportionment statute, 
passed September 9, 1943, to the estate of 
a decedent who died in 1940. The chief 
beneficiaries of the residuary estate under 
the will were the testator’s wife and son. 
In 1935 an irrevocable trust had been created 
by the testator for the primary benefit of 
his son. A total federal estate tax in excess 
of $422,000 was paid by the executors, ap- 
proximately one-half of which was paid 
prior to the enactment of the apportionment 
law, and the balance paid one month after 
the date of such law. The Massachusetts 
statute expressly provided that it did “not 
apply to amounts paid as estate taxes, nor 
to distributions made by an administrator, 
executor, or trustee before’ the effective 
date of the statute. In support of its hold- 
ing that the estate tax in question was sub- - 
ject to the apportionment statute, the court 
concluded as follows: 


(a) The liability of the beneficiaries for 
apportioned shares of the tax could not 
arise until the tax was paid by the executor. 
In this case only the last installment of the 
tax, which was paid after the date of the 
apportionment statute, was being prorated. 
In this sense, therefore, the court felt that 
the statute was not being applied retro- 
actively. 

(b) The state had a right to apportion 
such tax inasmuch as the process of trans- 
fer of, and succession to, the decedent’s es- 
tate had not been completed. After citing 
a number of cases on this point, which re- 
late to the retroactive imposition of succes- 
sion taxes, the court stated: 


“While these decisions relate to succession 
taxes, we do not consider that distinction 
decisive in the instant case.” 


Both the Jeffery and Merchants National 
Bank cases sustain the retroactive applica- 
tion of tax apportionment.statutes on- the 
same theory that has generally upheld retro- 
active imposition of succession taxes where 
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the testator dies prior to the tax act, but 
the beneficiary “receives” the estate prop- 
erty after the date* of the act. Insofar as 
the validity of retroactive application is con- 
cerned, it is apparent that the long-cherished 
distinction between succession and estate 
taxes, namely, the distinction between a tax 
on the right to receive a testamentary trans- 
fer and a tax on the right to make such a 
transfer, is rapidly vanishing. In the Mas- 
sachusetts case, above, the court treated the 
distinction as immaterial. The same view 
was adopted in the Jeffery case, as disclosed 
by the cases cited in the court’s opinion. For 
that matter, although the distinction be- 
tween “estate” and “succession” taxes in 
respect to their retroactive application was 
given lip service by the Connecticut court 
in the Harvard College case (Blodgett vw. 
Bridgeport City Trust Company, supra), where 
the court upheld a retroactive withdrawal 
of a succession tax exemption on a certain 
cift to Harvard, it is unlikely tht the distinc- 
tion will be adhered to if and when the Con- 
necticut court passes on the present ques- 
tion. The reasoning in the Harvard Col- 
lege case equally supports a_ retroactive 
estate tax where the estate proceedings in 
the Court of Probate are not completed and 
the estate has not been distributed. Since 
the Connecticut apportionment statute is 
retroactive for only a one-year period, ob- 
viously the estates affected thereby will still 
be in the process of administration. 


It is believed that no valid distinction can 
be made as between the retroactive applica- 
tion of the apportionment statute to personal 
property and real property respectively. 
Although the Harvard College case involved 
only personalty, much of the reasoning of 
that decision would support a retroactive 
succession tax on an estate comprised of 
real property. That result was reached in 
McGee v. Commissioner, 256 Mass. 512 
(1926). 


In view of the current emphasis on re- 
garding estate taxes as based on the shift- 
ing of economic benefits from the dead to the 
living, without scrupulous attention to the 
technical rules of vesting, it is more than 
likely that the Jeffery and Merchants National 
Bank cases will be followed in Connecticut 
so as to allow the retroactive application of 
our apportionment statute to estates of de- 
cedents dying on or after July 18, 1944. 


4 See cases collected in Annotations 109 A.L.R. 
859; 114 A.L.R. 518. 


5 Decided prior to the 1942 Revenue Act, un- 
der which appointees are liable for a pro-rata 
share of tax unless the will directs otherwise. 
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Application of the Apportionment 
Statute to Transfers 


The apportionment of federal and state 
estate taxes required by the apportionment 
statute is not confined to the beneficiaries 
under the will. Beneficiaries of other types 
of taxable transfers are likewise subject to 
proration of the tax. In New York the 
courts have upheld the apportionment of 
such taxes against beneficiaries of the fol- 
lowing types of transfers: 


(a) Inter-vivos trusts, whether revocable 
or irrevocable, and even though the trusts 
were created prior to the enactment of the 
apportionment law. Both the Jeffery and 
Merchants National Bank cases prorated the 
taxes against inter-vivos trusts created prior 
to the statute. See to similar effect Ryle’s 
Estate, 10 N. Y. S. (2nd) 597 (Surr. Ct., 
1939); Mayer’s Estate, 22 N. Y. S. (2nd) 468 
(Surr. Ct., 1940). 


(b) Proceeds of life insurance policies, 
whether the policies were executed before 
or after enactment of the apportionment 
statute. (Matter of Scott’s Estate, 286 N. Y. 
S. 126 (Serr. Ct, 1936), 274 N. Y. 538 
(1937) ; cert. den. 302 U. S. 721 (1937).) 


(c) While no inter-vivos transfer was in- 
volved, it may be noted that statutory ap- 
portionment of the federal estate tax has 
also been applied to property transferred 
under a power of appointment executed by 
the decedent, notwithstanding the fact that 
the appointed property was located outside 
the state of the decedent’s domicile Van- 
derbilt’s Estate, 39 N. Y. S. (2nd) 941 (Surr. 
Ct., 1943).5 


There appears to be little chance of de- 
feating the application of the apportionment 
statute to any taxable infer-vivos transfer on 
the grounds that the interests thereunder 
are completely and indefeasibly vested prior 
to the decedent-grantor’s death. The same 
conclusion would seem to apply in such case 
even though the decedent died during the 
one-year period prior to the enactment of 
the apportionment statute. In a number of 
cases of other states, it has been argued un- 
successfully that the apportionment of estate 
taxes against such vested interests was in- 
valid by reason of the impairment of contract 
and due process clauses of the Constitution. 
A similar argument prevailed in Coolidge v. 
Long, 282 U. S. 582 (1931), where it was 
held that the application of the Massachus- 


6 See discussion in 48 Harvard Law Review 


592, 603 (1935); 50 Harvard Law Review 783 
(1937). 
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etts succession tax to a trust created before 
its enactment was unconstitutional because 
the interests of the beneficiaries had vested 
prior to that date. This was a five-to-four 
decision with a long dissenting opinion by 
Justice Roberts concurred in by Holmes, 
Brandeis, and Stone. The argument of the 
majority was in effect an argument against 
imposition of an estate tax, not a succession 
tax. How much of the Coolidge case remains 
today is open to serious question after such 
cases as Helvering v. Hallock, 309 U. S. 106 
(1940) [40-1 ustc $9208]. In Welch v. 
Henry, 305 U. S. 134 (1938), the Coolidge 
case was regarded as based on the ground 
that the grantor there could not reasonably 
have anticipated the imposition of the tax. 


In any event the tax apportionment cases 
have rejected the argument of the Coolidge 
case, at least in principle, with respect to 
the constitutionality of apportionment of 
estate taxes against vested irrevocable 
transfers made prior to the grantor’s death. 

Vatter of Scott’s Estate; Ryle’s Estate; May- 
er’s Estate; Merchants National Bank cases, 
cupra.) In these cases, which involved 
inter-vivos trusts or transfers, the tax ap- 
portionment was attacked on the ground 
that the interests in the respective transfers 
were vested prior to the decedent-grantor’s 
leath. In each case the contention was 

verruled. It is true that in the Ryle case 
the decedent retained the right to alter or 
amend the trust but not to revoke it; in the 
\fayer case and Merchants National Bank case 
t does not appear whether the interests un- 
ler the respective trusts were completely 
vested prior to the grantor’s death, but the 

urt in each case apparently placed no 
importance on this point. In the Merchants 
Vational Bank case the court said: 


“The instant case is distinguishable from 
Nichols v. Coolidge, 274 U. S. 531, 47 S. Ct. 
710, 71 L. Ed. 1184, 52 A. Lb. R. 1061, and 
Coolidge v. Long, 282 U. S. 582, 51 S. Ct. 
306, 75 L. Ed. 562, upon which the respond- 
ents rely. In both of these cases the settlor 
had divested himself of all interest in the 
trust property prior to his death, and there 
was nothing to which either an inheritance 
tax or a succession tax could apply. Here 
the trust property and the insurance money 
were properly included in the gross estate for 
the purposes of the tax, and the payment of the 
tax by the executors set in operation the ap- 
portionment statute as an incident to the tax on 
these two transfers.” 


In the Ryle case the court treated the issue 
as if the trust interest had completely vested 
prior to the grantor’s death, but reasoned 
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as follows: (a) the apportionment statute 
is a procedural and administrative enactment 
only; (b) the burden of estate taxes has long 
been recognized as subject to state regula- 
tion; (c) the testator is presumed to have 
made the transfer in contemplation of taxes 
that might be in effect at the date of his 
death. The court said: 


“The assertion of unconstitutionality of 
Section 124 of Decedent Estate Law based 
on alleged impairment of the contract rights 
of the beneficiaries of the 1926 inter vivos 
trust is equally without substance. What- 
ever contract rights they had under the trust 
indenture were rights subject to the sover- 
eign’s right of tax. Though that right was 
not written into the contract in words it was 
there in legal effect.” 


As a practical matter it would seem high- 
ly unlikely that any inter-vivos trust or trans- 
fer increasing the total federal estate tax 
burden of a particular estate will, in the 
absence of an appropriate provision in the 
will, be allowed to escape apportionment of 
the tax simply because the interests of the 
beneficiaries are fully vested prior to the 
decedent’s death. 


As far as the fairness of prorating the 
burden of estate taxes is concerned, as be- 
tween persons who take under the will and 
beneficiaries of imter-vivos transfers, there 
can ordinarily be little argument against 
compelling the latter beneficiaries, in the 
absence of a contrary direction by the testa- 
tor, to assume an equitable portion of the 
tax. There is no sound reason why the re- 
siduary beneficiaries should bear that burden 
where the testator expressed no intent on 
the subject. This is true whether or not the 
parties and property involved in the inter- 
vivos transfer are all within the state of the 
decedent’s domicile. 


Jurisdictional Questions 


Aside from what seems fair, however, the 
power and authority of the domiciliary state 
to impose a pro-rata part of the tax upon 
inter-vivos transfers where the parties in in- 
terest and the property are outside the state, 
is a different matter. The cases that have 
upheld the tax apportionment power of the 
domiciliary state in the case of inter-vivos 
transfers, where the property and benefi- 
ciaries were within the same state, reason in 
effect that the power to apportion the federal 
estate tax is as broad as the power of the par- 
ticular state to impose a state estate tax. This 
rationalization has been by no means fully 
expressed, but it seems to be a fair deduc- 
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tion. On this theory, therefore, the appor- 
tionment statute would apply to inter-vivos 
transfers made by the decedent although the 
property (aside from real and tangible per- 
sonal property), the beneficiaries, and, 
where applicable, the trustee, were all lo- 
cated outside the state. The same conclu- 
sion would hold even though the decedent 
was a resident of that other state at the time 
such transfer was made. 


It is clear that a state estate or succession 
tax may be imposed upon inter-vivos trans- 
fers of the character described above. Thus, 
in Hackett v. Bankers Trust Company, 122 
Conn. 107 (1936), a succession tax was im- 
posed on certain property transferred by the 
decedent to a New York trustee, by trust 
instrument executed when the decedent was 
a resident of that state, the trust property 
consisting of securities that were located 
and administered outside of Connecticut. 
Against the contention that Connecticut had 


no jurisdiction to impose the tax against - 


such property, the court stated: 


“The appellants correctly concede that the 
power to impose a tax upon a gift intended 
to take effect in possession or enjoyment at 
or after death is in aid of the power of the 
State to protect itself against avoidance of 
its taxation laws through inter-vivos trans- 
fers such as those here involved. Bryant v. 
Hackett, supra, p. 224; Blodgett v. Guaranty 
Trust Co., supra, p. 211. It may be conceded, 
also, that, as these appellants claim, Con- 
necticut must depend upon its own jurisdic- 
tion to support a tax imposed by it, irrespec- 
tive of whether or not a tax upon such a 
transfer is exacted by the State in which 
the transfer was made. We regard the 
domicil at death as determinative of the right 
to tax rather than that at the time of the 
creation of the trust, and hold that taxabil- 
ity, by Connecticut, under the 1918 trust, is 
not affected by the fact that at its creation 
the settlor was domiciled elsewhere.” 

See also to similar effect Bryant v. Hackett, 
118 Conn. 233 (1934). 


Apportionment Against 
Real Property 


Where, however, the federal estate tax is 
apportioned against real property devised or 
transferred by the testator, which is located 
out of the state, it is difficult to see how the 
domiciliary state has such power of appor- 
tionment. This conclusion is contrary to 
the Adams case, 37 N. Y. S. (2nd) 587 (Surr. 
Ct., 1940), where the federal estate tax was 
apportioned against New Hampshire real 
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estate devised under the will. The Surro- 
gate’s Court stated that the New York ap- 
portionment statute “clearly contemplates 
the recovery of the tax from any person in 
possession of property, real or personal, and 
whether situated within or without the state 
of New York, which is required to be in- 
cluded in the gross estate for federal or stat: 
tax purposes.” 


The soundness of this decision is open to 
question inasmuch as New York could not 
impose a state estate tax on such foreign 
real estate. As far as the devisee or trans- 
feree of foreign real estate is concerned, his 
tax burden, in the case of an apportionment 
of the federal estate tax against such real 
estate, is as direct and real as would be a 
state estate tax thereon. Connecticut, for 
example, does not attempt to subject out-of- 
state real estate (or tangible personal prop- 
erty having a situs outside the state) to its 
succession tax, recognizing it has no juris 
diction over the same. No valid distinction 
can be made in this jurisdictional respect 
between a state estate tax and a succession tax. 
While it may be desirable to have the ulti- 
mate burden of the federal estate tax gov- 
erned by a single authority, namely that of 
the domiciliary state, nevertheless jurisdic- 
tional principles cannot be overridden. This 
poses a problem that may require either 
federal legislation or possibly some form of 
interstate reciprocity. Meanwhile, the val- 
idity of tax apportionment in such case re- 
mains open to serious question. 


Pro-Rata Contribution 
from Foreign Trusts 


Even where Connecticut’s authority to ap- 
portion the federal estate tax against foreign 
inter-vivos transfers is apparent, the problem 
of enforcing payment of the tax apportioned 
against nonresidents may present some real 
difficulty. Assume the following case: \ 
Connecticut decedent, while residing in Vir- 
ginia, created an irrevocable inter-vivos trust 
(concededly taxable) with a Virginia trus- 
tee. The trust property (intangibles) and 
beneficiaries are at all times located in Vir- 
ginia; the executor pays the entire federal 
estate tax and secures an order from the 
Connecticut Court of Probate approving an 
apportionment of the tax against such for- 
eign trust property and directing the non- 
resident trustee or beneficiaries to make 
payment to the executor. How can the tax 
apportioned against such trust property be 
collected when no jurisdiction over the par- 
ties or property can be secured in Connecti- 
cut to compel payment? 
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An adequate treatment of this problem 
would require a full article in itself. We 
shall attempt here to indicate only the high- 
lights. 


Theoretically, Connecticut has jurisdic- 
tion to determine the final imposition of the 
federal estate tax with respect to the foreign 
trust in the assumed case. If so, the decree 
of the Court of Probate should be entitled 
to full faith and credit in an action in Vir- 
ginia against the trust parties brought either 
(a) by an ancillary administrator appointed 
in Virginia or (b) possibly by a beneficiary 
who has borne more than his pro-rata share 
of the tax. The jurisdiction of Connecticut 
in such case would be supported on the fol- 
lowing grounds: 


(a) Connecticut can validly subject the 
foreign trust to its taxing power notwith- 
standing the fact that the only basis for its 
jurisdiction is the Connecticut domicile of 
the settlor at the time of his death. As in- 
dicated above, such foreign trusts have been 
held subject to the Connecticut succession 
tax. Jurisdictionally the authority of Con- 
necticut to apportion the federal estate tax 
on estates of its decedents would seem to be 
parallel to its power in respect to the succes- 
sion tax cases. If this trust is sufficiently 
within the jurisdiction of the state for pur- 
poses of its taxing power, it should be con- 
sidered to be within the state’s jurisdiction 
for purposes of the power to determine the 
ultimate impact of the federal estate tax up- 
on estates of Connecticut decedents. See 
Del Drago case, supra. The two powers 
would appear to be co-extensive; and in both 
cases the state’s jurisdiction is in aid of its 
power to protect itself against the avoidance 
of its tax laws through iter-vivos transfers 
of a testamentary character. 

(b) The apportionment statute empowers 
the Court of Probate to determine the ap- 
portionment of the federal estate and state 
estate taxes involved. The decree of such 
Court of Probate is now supposed to be en- 
titled to full faith and credit both in Con- 
necticut and other states. Section 646 (g) of 
the 1943 Supplement to General Statutes 
provides in part: 


“All proper orders, judgments and decrees 
of courts of probate, rendered after due notice 
and from which no appeal is taken, shall be 
conclusive and shall be entitled to full faith, 
credit and validity and shall not be subject 
to collateral attack, except for fraud.” 


The foregoing, at least, is the pattern of 
the argument supporting the proposed ac- 
tion to collect the tax apportioned against 
Apportionment in Connecticut 
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the foreign trust. The foreign court itself 
would have no power to determine the ap- 
portionment of the tax against the foreign 
property or beneficiaries. Any judgment 
that it might render enforcing the collec- 
tion of the tax against such property or 
beneficiaries must necessarily be based, 
therefore, on a decree of the Court of Pro- 
bate, which is given exclusive jurisdiction to 
determine the apportionment. 


Defenses of Pro-rata Tax Collection 


There are, however, a number of conceiv- 
able points of attack against the proposed 
action in the foreign state to enforce pay- 
ment of the pro-rata tax amount. Such ac- 
tion might be subject to one or more of the 
following defenses, any one of which might 
conceivably defeat or seriously hinder col- 
lection of such tax against the foreign trust: 


(a) The first adverse argument is that the 
proceeding in the Court of Probate deter- 
mining the apportionment of the tax is an 
action wm personam and not an action in rem. 
Hence, it would be argued that the Connecti- 
cut Court of Probate had no jurisdiction 
over either the foreign trust property or the 
beneficiaries or the trustees. (See, however, 
In re Buckman’s Estate, 50 N. Y. S. (2nd) 
201 (Surr. Ct., 1944); Application of Chase 
National Bank, 55 N. Y. S. (2nd) 470 (Surr. 
Ct., 1945), holding that such proceeding is 
an action in rem. See also 34 C. J. 1171.) 


(b) The Connecticut Court of Probate is 
not a court of general jurisdiction. Even 
under the Connecticut decisions the decree 
of such court is not conclusive in another 
state with respect to jurisdictional issues in- 
volved in such decree. (Cleaveland, Hewitt 
& Clark, Vol. 1, page 131 et seq.; Willett’s Ap- 
peal, 50 Conn. 330 (1882).) This was so at 
least prior to the enactment of Section 
646 (¢) above in 1943; query, whether that 
section has effected a change in regard to 
this particular point. See 34 C. J. 1154 and 
1157. If it has not, then the court in Vir- 
ginia would require entirely independent 
proof on the jurisdictional issues involved. 


(c) The action brought in Virginia against 
the foreign trust might be construed as an 
attempt to enforce the tax laws of another 
state. As a general rule the courts of one 
state will not enforce the tax laws of an- 
other state. (Martin’s Estate, 240 N. Y. S. 
393 (Surr. Ct., 1930); 65 A. L. R. 1360; but 
see Goodrich v. Rochester Trust and Safe De- 
posit Company, 160 N. Y. S. 454 (App. Div., 
1916).) The State of Connecticut could not 
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have enforced payment of the tax by an ac- 
tion brought by its state officials in Vir- 
ginia; therefore, the argument would be, 
the fiduciary or the “overtaxed” beneficiary 
should not be allowed to achieve what the 
state itself could not do.’ 


(d) An attempt by the proposed ancillary 
administrator to collect the tax in Virginia 
might be defeated ab initio by the second 
state’s refusal to issue letters of ancillary 
administration if the only ground for the 
ancillary appointment is the tax claim. With 
respect to a similar attempt by our “over- 
taxed” beneficiary, the Virginia court might 
deny his right on the ground that under the 
Connecticut apportionment statute the fidu- 
ciary is the only person entitled to seek col- 
lection of the apportioned taxes.’ 


It would seem that all of the possible ob- 
jections indicated above might be success- 
fully hurdled if the foreign state involved 
were sympathetic to the tax apportionment 
principle as in the case of states with similar 
tax apportionment statutes. This is indi- 
cated by the actual practice in New York 
with respect to trusts created by Connecti- 
cut decedents. It is understood that ordi- 
narily in such cases the trustees in New 
York would handle the matter as follows: 
Upon notification to the New York trustees 
of the federal estate tax apportioned against 
the trust by the Court of Probate of the de- 
cedent’s domicile, the New York trustee 
makes an application to the Supreme Court 
in New York requesting authorization or in- 
structions as to the payment of the trust’s 
pro-rata share of the tax. As a practical 
matter, it seems that the necessary authority 
is generally granted by the New York Su- 
preme Court allowing the trustee to pay the 
pro-rata share of the tax and that the ap- 
portioned tax is accordingly paid. 
7In Milwaukee County v. White Company, 296 
U. S. 268 (1935), it was held in principle that 
where a judgment for a tax claim is first se- 
cured in one state, such judgment is entitled 
to full faith and credit in an action thereon 
brought in another state, even though such 
judgment represents a tax claim. The proviso 
in such case is that the second state must be 


satisfied that the original state had jurisdiction 
to render the judgment. 

8 Attention is called to the provision in the 
Massachusetts tax apportionment statute that 
gives the ‘‘overtaxed’’ beneficiary a right to 
seek equitable contribution from the other per- 
sons liable. Section 826(b) of the Internal Rev- 
enue Code likewise empowers the beneficiary 
who has borne more than his proportionate 
share of the tax to secure equitable contribution 
from the other interested parties. However, 
the Del Drago case indicated that the purpose 
of this provision was to cover those cases where 
the federal] estate tax is collected after the es- 
tate has been distributed to the beneficiaries. 
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With respect to enforcing tax contribu- 
tion from foreign trusts located in states 
that are unsympathetic to the tax apportion- 
ment policy, it may be that the federal courts 
would provide a better forum for such an 
action. 


Contrary Direction by the Testator 


The effect of the apportionment statute 
has been to change the presumptive intent 
of the testator as to the burden of the federal 
estate tax. Prior to the statute, the pre- 
sumption was that in the absence of con- 
trary indication by the testator the tax was 
to be borne by the residuary estate. Now 
the presumption is that in the absence of a 
contrary direction in the will, the tax is to be 
equitably prorated against all beneficiaries 
of the property included in the gross taxable 
estate. What constitutes a contrary direc- 
tion in the testator’s will, has been 
in Mr. Sheffield’s article in the January, 
1945, issue of the Connecticut Bar Journal. 
However, there are additional aspects of this 
question that merit further consideration. 


discussed 


First, with respect to the retroactive ap- 
plication of the Connecticut tax apportion- 
ment statute, the effect in such case may bx 
to remake the will of the testator in a man- 
ner completely opposite to his actual inten- 
tion insofar as the payment of federal estat 
taxes is concerned. Assume, for example, 
The decedent dies Au- 
gust 1, 1944; the will is silent as to the bur- 
den of federal estate tax and, therefore, un- 
der the Connecticut law prevailing at that 
time, the testator would be presumed to 
intend that the entire tax be paid from th: 
residuary estate.® Less than a year after his 
death the apportionment statute is enacted. 
Applying the retrospective provision of the 


the following case: 


statute, the testator is now presumed to have 
intended that the federal estate tax be equi- 
tably apportioned among the beneficiaries. 
Theoretically this means that intent can be 
changed in after-life. The case is a 
vated where such testator relied on the 
necticut law in effect at his death. 


grTra- 


( 


on- 


Secondly, our statute not only provides an 
exception to the apportionment principle 
where the will contains a contrary direction 
but also makes a limited exception in the 
case of an inter-vivos transfer where the 
inter-vivos instrument contains a contrary 

®In this connection see Ericson v. Childs, 124 


Conn. 66 (1938), for the genera] rule prior to 
the tax apportionment statute. 
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direction. Section 315h of the apportion- 
ment statute states this exception as follows: 

. except when a testator otherwise 
directs in his will or when by written instru- 
ment executed inter vivos, direction is given 
for apportionment within the fund of taxes 
assessed upon the specific fund dealt with in 
such inter vivos instrument .. .” 


Limited Effect of Inter-Vivos Direction 


It is believed that, under this provision, 
such inier-vivos trust instrument can provide 
for a different allocation of the tax only as 
between the parties interested in the inter- 
civos transfer. Thus, instead of having the 
tax apportioned against the trust paid out of 
principal, the inter-vivos instrument can pro- 
vide for some other allocation of such tax 
amount between the trust beneficiaries. But 
the iter-vivos transfer instrument is inef- 
fective to decrease the total tax burden ap- 
portionable against the inter-vivos transfer. 
An appropriate direction in the will is nec- 
essary to accomplish that result. This point 
was recently decided by the New York Su- 
preme Court in Application of Chase National 
Bank, 55 N. Y. S. (2nd) 470 (Sup. Ct., 1945). 
There, an inter-vivos trust created by a Cali- 
fornia decedent provided that the trust estate 
should not be charged with the payment of 
any federal estate taxes or inheritance taxes 
unless the assets in the grantor’s estate were 
insufficient to pay the same. In denying 
the trusteec’s contention that this language 
required the tax applicable to the trust prop- 
erty to be paid from the residuary estate, the 
court, referring to the exception in the New 
York and California Apportionment Stat- 
utes (similar to that of the Connecticut stat- 

> above) stated: 

“It [the statutory provision] relates to a 
case where taxes are assessed against a fund. 
It may effect exemptions for interests in the 
fund, but it creates no exemptive cloak for 
the fund taxes. The only other method of 
avoiding the equitable proration called for 

’ statute, is by a direction to the contrary 
in the will. Matter of Mollenhauer’s Will, 
1. Y.S.2d; Matter of Bluminthal’s Estate, 
4 YS. 2d, 898, affirmed 293 N.Y. 
~ 


S. 707 


3.N. 
ZN. 


Notwithstanding this strict construction 
of the exemptive language in the apportion- 
ment statute, it is apparent that the courts 
will give some weight to the inter-vivos trust 
language in determining the basic question 
whether the testator’s will contained a di- 
rection contrary to statutory apportionment 
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of the tax. Even in the Chase National Bank 
case, above, the court said: 


“The settlor’s will lacks the slightest hint 
of such a direction, and statutory allocation 
is, therefore, mandatory. Had the will con- 
tained language of doubtful import, resort 
might be had to the terms of the trust agree- 
ment in order to clarify the ambiguity.” 


The limitation which the apportionment 
statute places on the testator’s power to 
override the statutory apportionment prin- 
ciple by inter-vivos instrument has a counter- 
part in the Connecticut succession tax law. 
Under Section 1388 of the Connecticut Gen- 
eral Statutes as amended, the succession tax 
is payable from the property passing to the 
beneficiary “except as provided by the pro- 
visions of a will.” No exception is made 
where there is a contrary provision in the 
inter-vivos instrument alone. 


Unlike the Connecticut and New York 
statutes, the Massachusetts Apportionment 
Act does not appear to limit the power of the 
inter-vivos instrument itself to free the inter- 
vivos transfer from any tax burden. (See 
CCH Inheritance Estate and Gift Tax 
Service (Mass.) § 1150.) 


Conflicting tax provisions in the testator’s 
will and in irrevocable inter-vivos instru- 
ments executed by him will undoubtedly 
require judicial clarification in certain cases, 
not only as to construction of the language 
but also as to interpretation of the appor- 
tionment statute. 


Miscellaneous Features 


There are a number of other questions 
with respect to our apportionment statute. 
Some have already been discussed in Mr. 
Sheffield’s earlier article. Certain others will 
be briefly noted. 


(a) Payment out of trust principal. Spe- 
cial provision is made for the apportionment 
of taxes on trusts or temporary interests. 
The statute provides that “in cases where 
a trust is created or other provision made 
whereby any person is given an interest in 
income or an estate for years or for life or 
other temporary interest in any property or 
fund, the tax on both such temporary inter- 
est and the remainder thereafter shall be 
charged against and paid out of the corpus 
of such property or fund without appor- 


tionment between remainders and temporary 
estates.” 


In most cases this provision furnishes a 
simple, clear-cut rule and avoids evaluation 
of contingent or temporary interests. 
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There are, however, certain situations 
where it still is necessary to determine the 
value of one or more of the trust interests, 
as, for example, (1) where the remainder- 
man is a charity or (2) where a legacy is 
made payable out of the trust principal. 
Where the remainderman is a charity the 
value of its interest, as of the date of death, 
is deductible from the gross estate so that 
only the life estate or temporary interest in 
the fund will be subject to tax, although such 
tax will come out of principal. Hence, an 
evaluation of such interest is required. Sec- 
ondly, where a legacy is payable out of trust 
principal (e. g., a trust with income to A 
for life, on his death $10,000 out of remain- 
der payable to B, and residue to C), the fed- 
eral estate tax apportionable to the legacy 
of $10,000 is payable out of such legacy, in 
the same manner as any other legacy, except 
the tax apportionment against it will be 
based on the value of the $10,000 as of the 
date of decedent’s death. See In re Dett- 
mer’s Will, 40 N. Y. S. (2nd) 99 (Surr. Ct., 
1943), in connection with these examples. 


(b) Effect on Connecticut succession tax. 
Two changes in the Connecticut succession 
tax law were effected by the apportionment 
statute, namely: 


1. The extent to which the federal estate 
tax may be deducted in computing the suc- 
cession tax has been somewhat modified. 
Prior to the apportionment statute the fed- 
eral estate tax deduction was limited to that 
percentage of the tax which the value of real 
and personal property having a situs in Con- 
necticut was of the gross estate subject to 
federal estate tax. Now the deduction is 
limited to that percentage of the federal 
estate tax which the value of the property, 
interests, and benefits that are subject to 
federal estate tax and the Connecticut suc- 
cession tax is of the net estate subject to 
the federal estate tax. 


2. The statute also requires the State Tax 


Commissioner, in computing the succession 
tax, to make due allowance for the Court 
of Probate’s apportionment of federal and 
state estate taxes. 


Under the latter change the succession 
tax on a particular legacy will now be based 
on the value of such legacy minus the estate 
taxes apportioned thereto. Accordingly, 
while a legacy to a beneficiary other than 
residuary beneficiary will be decreased by 
the amount of the tax apportioned thereto, 
such decrease will be partially compensated 
by paying a somewhat smaller succession 
tax on the particular legacy. For example, 
A received a legacy of $25,000. The federal 








estate tax apportioned against such legacy 
amounts to $2,000; the Connecticut succes- 
sion tax on such bequest will accordingly 


be based on $23,000. 


(c) Varying taxes on same legacies. Un- 
der the apportionment principle, legatees 
may prefer to inherit from a not-so-rich 
uncle. The amount of the federal estate tax 
apportionable against a particular legac\ 
will depend not only on the value of such 
legacy but also on the size of the total tax- 
able estate. Thus, a legacy of $25,000 from 
a net estate of $200,000 will be charged with 
less tax than a legacy of the same amount 
received from a million dollar estate, in view 
of the higher tax rates applicable thereto. 
An extreme example of this is illustrated by 
In re Mollenhauer’s Will, 13 N. Y. S. (2nd) 
619 (App. Div., 1939). There, the amount 
of the federal estate tax apportioned against 
a $10,000 legacy was $3,553.52 on the basis of 
a total taxable estate in excess of three mil- 
lion dollars. 


Another illustration of the dependency of 
the tax burden of a particular legacy upon 
the size of the total estate is furnished by 
Matter of Adler, 271 N. Y. S. 373 (Surr. 
Ct., 1934). There, the estate would not hav« 
been subject to federal estate tax except for 
the inclusion of the corpus of an inter-vivos 
trust in the gross estate. The beneficiaries 
under the will, nevertheless, had to pay a 
pro-rata share of the tax. The amount of 
the tax apportionable against a particular 
legacy is measured by the proportion that 
such legacy bears to the total taxable estate, 
after making allowance for exemption and 
deductions that may be applicable to the 
particular legacy. 


(d) Persons interested in the estate. The 
Connecticut statute provides for apportion- 
ment of the tax among “the persons inter- 
ested in the estate.” Obviously this broad 
category is not confined to the beneficiaries 
of the testator’s property. A similar provi- 
sion is contained in the New York Appor- 
tionment Act as well as in that of other 
states. The meaning of this term has been 
the subject of litigation in determining 
whether insurance companies are included 
therein for purposes of collecting the tax 
prorated against insurance proceeds. The 
decisions indicate two opposite views on this 
point. The New York rule holds that insur- 
ance companies are “persons interested in 
the estate” and the Pennsylvania ruling is to 
the contrary. The effect of the New York 
rule is that the insurance company may be 
compelled to reimburse the executor for the 
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tax prorated against insurance proceeds in- 
cluded in the taxable estate, in which case 
the amount of such tax is deducted by the 
insurance company from the total future 
»ayments to the beneficiaries under the poli- 
‘ies and the installments, if any, are read- 
iusted accordingly. (Jn re Scott’s Estate, 
286 N. Y. S. 138 (Surr. Ct., 1936), affirmed 
74 N. Y. 538, €1987)." 


1 For discussion of this question with respect 
to life insurance, see Dickenson Law Review, 
Vol. L.. Pp. Pe. 


Undoubtedly, interpretation of the appor- 
tionment statute by the Connecticut courts 
will be required before the full effect of the 
statute becomes entirely clear. The deci- 
sions of other states, particularly of New 
York, have clarified similar statutes to a 
substantial degree. It remains for the Con- 
necticut courts, especially the Courts of Pro- 
bate, to give the statute such treatment as 
will accomplish its primary objective, the 
equitable proration of the federal and state 
estate taxes on estates of Connecticut de- 


cedents, [The End] 


—————_. SS __—_. 


ST. PAUL, MINNESOTA 


ST: PAUL’S GENERAL REVENUE, totaling $13.3 million in 1944, showed 
\) a 4.3 increase over 1943. Although the state suspended the money and credits 
tax, a somewhat higher tax rate levied on slightly larger assessed valuations of 
property kept the property tax yield almost up to the 1943 level. Moreover, a 
state grant in lieu of the suspended tax partially compensated St. Paul for its 
loss of revenue from this source, and other aid received from the state was larger 


in amount, 


General expenditure—a total of $13.2 million—remained practically the same 
as in 1943. Increases of $252,000 for operation expenditure and $63,000 in con- 


Apportionment in Connecticut 


tributions to retirement funds were offset by a decrease of $346,000 in the ex- 
penditure from current revenue for debt service, mainly in interest paid. The 
increase in operation expenditure was spread over all functions with the exception 
of highways, welfare, and correction, for which, in each case, expense was slightly 
less than in 1943. 


The gross debt amounted to $32.2 million, $3.6 million, or ten per cent below 
that of 1943. Of the total, $26.1 million consisted of litigations incurred for the 
general government; the remainder was enterprise debt.—Bureau of the Census, 
City Finances: 1944, June 1946. 





















































\ Y DAD, like all business men, had his 
1¥E peculiarities of doing business. That 
is What makes my profession so interesting 
—meeting people of all kinds in all lines 
of business. Dad had one trait which, when 
I first noticed it, I thought was unique, or 
nearly so; but in more than a quarter of 
a century of diversified practice, I have 
found he was in a substantial group. The 
unfortunate trait is an unwillingness to take 
losses; in other words, he believed that a 
thing was always worth at least as much as 
he paid for it. Depreciation had no mean- 
ing for him, and as for obsolescence—well, 
he never did comprehend it. 


Until the incidence of the income tax in 
1913, depreciation was a word with little 
meaning ior the vast majority of Americans. 
For four years after the first income tax 
law, the rates were so low that they offered 
slight encouragement to the study of de- 
preciation as applied to such small businesses 
as Dad’s. He figured that as long as a 
machine was capable of doing the work 
for which it was made, it was worth its 
original cost; and he wanted it thus shown 
on his balance sheet. Such an attitude was 
not, I repeat, uncommon among such busi- 
ness men; but Dad’s was quite inconsistent 
because he had been told better. He was 
among the first small business men to em- 
ploy a certified public accountant to audit 
his books. That man was Arthur Wolff, 
now retired and living in Santa Monica. 
It was in vain that Wolff argued; Dad and 
his partners quarreled, as partners always 
have, about many things, but on this they 
were united. 


According to the income tax statutes, 
which, for a wonder, agree with common 
sense and good accounting, depreciation 
arises “from wear, tear, and obsolescence.” 
The first two factors are visible, and de- 
preciation as to them is now generally 
accepted by all business men. In fact, some 
of them overdo it, attempting to gain a tax 
advantage. But the obsolescence factor 
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is not always apparent; and even 


when 
pointed out, men like Dad close their eyes 
and refuse to recognize it. 
agents also refuse to see it, 
lect more tax. 


Some revenue 


seeking to col- 


But to get back to Dad and obsolescence: 
His business was almost as susceptible to 
style influence as women’s shoes, or milli- 
nery. About the time I went to high school, 
styles took a sharp turn, and so far have 
never gone back. High collars, especially 
those with ruffles and ruchings, went out. 
And they stayed out. Dad and his partners 
had quite an investment in machines to 
make ruffles and ruchings. It was quite 
natural that they were loath to scrap money- 
makers, and they fought valiantly to restore 
the old high styles. But even Mom refused 
to go back to them. Dad wanted her to 
display what he considered the best style by 
way of advertising his merchandise, but the 
comfort of the open neck was too great for 
her to relinquish. 


There were new machines on the market; 
sewing machines not operated in line from 
a shaft and pulley, but with individual elec- 
tric motors. The firm had no cash with 
which to buy such innovations, and Dad 
stubbornly refused to part with the old 
ruchers. He wanted them to appear on the 
balance sheet at cost, and Wolff had a ter- 
rible time convincing him that such a show- 
ing was false and that creditors might deem 
it fraudulent. Dad just hit the ceiling at 
the word “fraud”! He had a reputation for 
honesty that any man might envy, and he 
was jealous of it. I’ve had clients like that, 
and I sympathize with Wolff for what he 
must have gone through. So while the bal- 
ance sheet was made honest, and some de- 
preciation was availed of for tax purposes, 
Dad continued to insist his old machines 
were worth their cost. He was absolutely 
sincere in his belief that styles would swing 
back. Then he would be in a position to 
dominate the market, while the Johnny- 
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Come-Lately’s would be stuck with their 
new-fangled machines. 


Several factors contribute to the ultimate 
collapse of Dad’s business. But one of the 
principal ones was his failure to recognize 
obsolescence and his refusal to take losses. 
lacking new machines, paying rent for 
space not used and wages to a machinist 

1 keeping the old machines operable, the 
business could not meet competition. In 
the end the creditors got a hundred cents 
i the dollar. The business was incorpo- 
rated, and Dad was not personally liable 
heyond his stock. But he sacrified our home 
cash to pay all the corporation’s 
his partner stuck by the law. 


to get 


- . 
ebDts; 


dad died broke, but at his funeral the 


\inister preached on the text, “A good 
ime is rather to be chosen than great 
riches.” It was the right text. How sad 


it Dad's stubborness about depreciation 


rade it so apt! 


Rental Housing Depreciation 


lhe declining balance method of depre- 
ation has suddenly been resuscitated by 
the Treasury Department. Formerly it was 
looked at askance, and in the Shoptalker’s 
pinion justly so. Now, in order, so the 
ruling says, to speed up veterans’ housing, 
may be used to accelerate depreciation 
see graph p. 1101), thereby giving the 
useholder a quicker return of his capital 
nvestment. We are all for good housing, 
veteran or not; we approve of anything that 
eives a taxpayer a lawful break. But there 
better ways of accomplishing this, and 
‘can’t come from the Bureau of Internal 
venue. The effect of this ruling will, we 
fidently predict, be negligible as to hous- 
but will plague Internal Revenue 
\gents and good accountants for years to 
me. As we write this it is over a month 
since the ruling was issued; over three weeks 
since the Shoptalker received it. Yet in con- 
versation with many realty men since then, 
not one had heard of it; nor did it carry 
significance to them when the Shop- 
lker explained it. What they want is 
material and competent labor, both at de- 
prices. They'll worry about computa- 

n of depreciation later. 


Dr. Nast Case 


No case in a long time has interested the 
ioptalker’s household quite as much as 
this one, which the Tax Court decided on 


July 31 [CCH Dee. 15,298]. Mrs. Shop- 
Talking Shop 


C1 


talker was a medical secretary for many 
years, and started her vocation in Texas, 
but not in Corpus Christi, where Dr. Nast 
practiced. 


It seems that the doctor was very lenient 
about payments for the services he rendered 
to an unnamed patient—a close friend; it 
was strictly “pay as you can.” In Septem- 
ber, 1943, a total balance of $1,956 was paid. 
The doctor attempted to report this money 
under Section 107(a) of the Code. The 
court held against him and his wife. We 
quote from the opinion of Judge Harlan: 


“The respondent contends that the period 
began July 1, 1934, and that the charges 
accumulated from that date to September 4, 
1943 amounted to $3,096. Therefore, the 
payment received then represented less than 
80% of the total compensation received 
during the periods and section 107(a) is 
not applicable. The period in question did 
not represent accumulated earnings over a 
long illness which terminated in 1943, but 
a running account beginning in 1924 and 
payments on account covering the period, 
so far as the record here shows, from July, 
1934 to September, 1943.” 


Mrs. Shoptalker, whose father was a 
physician, says such friendly relations were 
quite common; the uncommon thing was 
that Dr. Nast ever got paid in full at all. 
When her dad died, thousands of dollars 
of unpaid bills had to be wiped out as un- 
collectible. Furthermore, she thinks Texas 
medical men must be smarter than they 
used to be, for in her time none of them 
were sufficiently familiar with the tax laws 
to have attempted to take advantage of the 
Code or even to seek the advice of a lawyer 
on such a matter. Too bad Dr. Nast lost 
the case, but we concur in the court's 
decision, 


California Taxes 


From newspaper reports of September 4, 
we gather that the State Senate Committee, 
making a survey of taxation, met in Los 
Angeles, with a big group of local taxing 
officials in the area. Heading the list ot 
complaints was the state law exempting 
veterans from paying property taxes. That 
really griped us. The city officials wanted 
the state to reimburse the cities for lost 
revenue. D.C. Freeman, of Santa Monica, 
estimated that his city would lose $2,000,000 
in property taxes that way, but the report 
failed to state for how long—one year or a 
decade. C. W. Shelly aired a complaint 
about liquor tax refunds in Montebello. 
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No doubt the cities are having trouble 
balancing budgets. But if any official even 
hinted that something might be done to- 
wards that highly desirable end by reduc- 
ing expenses all the reporters present must 
ave needed hearing aids. 


On September 6, we were privileged to 
be in a group taken for a tour of Long 
Beach Harbor. From figures mentioned by 
the man at the mike, the harbor is nearly 
a self-sustaining development. Good, and 
growing better, it is financed by oil wells 
in the vicinity, owned by the city and leased 
to operators at good royalties. Nearly six 
million tons ot cargo were handled in the 
port in 1945. Much of it was war material, 
but the harbor authorities are planning to 
get back to that peak as soon as labor 
unions let them. There was a strike on 
the day of the tour. 


According to an unofficial estimate, tourists 
will have spent two hundred million dollars 
in California this year, nineteen per cent of 
which is taxes. We are trying to get a 
breakdown of that tax figure for our readers, 
and advise them—especially those in Florida 
—to watch for it. 


California Case 


On August 9, the Supreme Court of Cali- 
fornia handed down a decision in the matter 
on Santa Fe Federal Savings and Loan Asso- 
ciation. Because of the typically Californian 
unwillingness to give an address, we are not 
told where the Association did business; but 
from the fact that its attorneys are listed 
in San Bernadino, we assume that to be 
its location. For the full text of the case, 
see California CT § 8-935 and ¥ 8-941. The 
law involved is at § 7-113. 


In 1939 the Association was accused of 
filing fraudulent returns, and under the law 
then existing was denied a hearing by the 
Commissioner. While the court case grow- 
ing out of the action was pending, the legis- 
lature changed the law in 1945, so that 
hearings must now be given in fraud, as 
well as in simple delinquency, cases. The 
Association sought to have this new law 
applied to its case. . The Supreme Court 
said, “No.” 

As the Shoptalker has repeatedly pointed 
out, he is not a lawyer; anything he says 
about such a matter is offered as a layman’s 
opinion, and is to be taken as such. We 
think the Supreme Court is correct, though 
the result may be harsh on the taxpayer. 
The actual offense was committed in 1935. 
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It seems logical that the legislature could 
have made the 1945 amendment retroactive 
to cover pending litigation, but it did not 
do so. Therefore, the taxpayer is bound 
by the law as it stood at the time the offense 
was discovered. 


Such cases arise in all jurisdictions. This 
decision is, therefore, important to all law- 
yers to whom such a case may come. 
Frankly, we don’t see how much more could 
be said in the premises. But, of course, 
we may be exposing our ignorance. Appeal 
to the Supreme Court of the United States 
is still possible; but if that body should re- 
verse the state, we should be rather surprised. 


Separation and Divorce 


We received a question about taxability 
of amounts paid under a separation agree- 
ment, and, knowing nothing about divorce 
law, put it up to George Altman. The point 
involved was that the agreement had been 
made out of court; both parties desired and 
obtained a complete lack of publicity. They 
regarded the amounts which the husband 
paid to the wife as alimony. But was it 
for tax purposes? Here is George’s reply: 


“Payments made under a separation agree- 
ment do not qualify as alimony under Sec- 
tions 22(k) and 23(u) unless the agreement 
is incident to a decree. Of course, if there 
is no decree the agreement cannot be inci- 
dent to it. 


“An absolute divorce is not necessary for 
this purpose. An interlocutory decree is 
sufficient. I am also sure that a decree of 
divorce ‘from bed and board’, if such a 
decree is still given anywhere, is also suffi- 
cient. The same would be true of a decree 
of separation. But there must be a decree, 
and the agreement must be incident to it. 


“Such payments where there is no decree 
might not be deductible even in a com- 
munity property state. If the agreement 
provides that thenceforth his earnings shall 
be his separate property, then the commun- 
ity property law is no longer applicable. If 
in addition the agreement states that a cer- 
tain amount shall be paid her each month, 
there is no basis for deduction, since it is 
not ‘alimony’. It may be possible, however, 
to set up a separation agreement under 
which the income remains community in- 
come to a certain specified extent, being 
double the amount of the projected alimony, 
with an agreement on his part to pay her 
currently her one-half share plus such an 
amount out of his separate earnings as may 
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be needed to make up a certain flat amount. 
In such a case the earnings to the extent 
agreed upon would be community income. 
I have not seen this tested out, but that is 
my opinion. 


“You add one question to your memoran- 
dum in which you ask whether my answer 
could be any different if after the separa- 
tion Mr. X moved to a community prop- 
erty state. I believe the result would be 
the same in that case, with respect to his 
earnings after moving, as they would be 
had he always lived in a community prop- 
erty state.” 


Brokers 


Perry Johnson, former Deputy Commis- 
sioner of Real Estate of California, brings 
us a nice point on Social Security and with- 
holding taxes. It involves the difference 
between a and a salesman. The 
latter is definitely an employee; he is licensed 
to a broker, and cannot change employers 
without notice to the Real Estate Commis- 
sioner. A broker is an independent agent. 
What happens, then, when a broker goes 
to work for another broker? According to 
Johnson, trouble, and lots of it. The sub- 
ordinate broker wants to retain his inde- 
pendence by not having anything withheld 


broker 


from his commissions by way of Social 
Security taxes or income tax. And the 
employer-broker, knowing well what the 


tax authorities will do to him, has a heluva 
time with the employee. You see, the em- 
ployee may be a really good salesman, 
whom the employer would be loathe to lose. 
Many brokers, Johnson goes on, have reached 
the point where they will not employ other 
brokers. If a man who has a broker’s li- 
wants to work for another broker, 
he can manage it quite neatly by depositing 
his licence, in an escrow sort of arrange- 
ment, with the Real Estate Commissioner, 
and pay two bucks for a salesman’s licence. 
Then there is no doubt as to his status. 


cence 


A couple of 
fornia 


months another Cali- 
and the Shoptalker were 
discussing Social Security taxes. This attor- 
ney specializes in taxation, and he pointed 
out to the Shoptalker that, since the United 
States Supreme Court had ruled Social 
Security to be constitutional, he did not 
know of another case which had involved 
any such point except decisions as to when a 
person was an employee and when an inde- 


ago 


attorney 








pendent contractor. And even these cases, 
he went on, are scarce nowadays. The cases 
and rulings cover everything. 


3ut what gets the Shoptalker’s nanny, is 
the psychology, not only of these realty 
brokers, but of a lot of others. They don’t 
want the income tax withholding, though 
they offer no objections to the Social Se- 
curity deductions. Ultimately, with negli- 
gible exceptions, they must pay the tax, 
It’s a real favor to them that it is paid in 
advance. Yet they squawk to high heaven 
about it, and want to be classified as inde- 
pendent contractors. 


Personally, we would be quite content to 
have clients withhold from our fees, except 
that in so doing we would cease to have 
the “independent” status which is so vital 
to the professional accountant. 


Ringing the Bell 


We quote from Bell and John’s textbook, 
page 292: 


“Taxes should be apportioned over the 
tax year although it is often difficult for 
the auditor to ascertain readily what that 
is, on account of vagueness in the wording 
of tax bills.” 


Those Illustrations 


Again, in answer to many questions: The 
drawings that occur in the Shop are not 
the Shoptalker’s. He is no artist. They 
are by Waldo Kenworthy of Chicago, who 
reads the Shop and then is inspired. 


Required Reading for Congressmen 


Our favorite newspaper reports this gem 
from Senator W. L. O’Daniel: 


“One of the most wholesome things that 
could happen in the U. S. would be for 
every Congressman, after serving six years, 
to go back home and try to make a living 
under the laws he has helped to pass.” 


Isn’t that a bit harsh, Senator? You know, 
they have to pay income taxes on their 
congressional pay; just reading the instruc- 
tions on the blank should be sufficient for 
all but a few hardened cases. For them, 
a copy of Regulations 111 as required read- 
ing should produce either insanity or reform. 


[The End] 
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Taxability of Trustee as an Individual 
was decreed by the Tax Court in Eleanor 
_ Funk v. Commissioner (September 27, 
1946, 7 TC —, No. 102 [CCH Dec. 15,397]), 


under the following set of facts: The peti- 


tioner’s husband, a wealthy publisher, set 
up four irrevocable trusts, the corpus of 
which consisted of shares of stock in a 
corporation controlled by the husband. The 
trusts were to continue during the lifetime 
of the husband; upon his death the corpus 
undistributed income was to be paid 

appointees under his will. The wife as 
trustee, without formal control of the hus- 
band, had broad powers of management and 
had to pay the income to herself or to 
her husband, in accordance with their re- 
spective needs, or accumulate it. As trus- 
tec, she filed fiduciary income tax returns 
for each of the four trusts. The Commis- 
included the total income of the 
rusts in her personal income. The Tax 
Court decided in favor of the Commissioner 
under Section 22 (a), I. R. C., disregarding 
161 and 162, which treat income 
as such of the trust if, in the discretion 
ot the fiduciary, it may be either distributed 
or accumulated. This decision of a majority 
i the Tax Court against six dissents should 
be used as a precedent, if at all, only with 
the utmost reservation. The extension of 
the Clifford rule (309 U. S. 331 [40-1 ustc 
© 9265]) to a case of a trustee who could 
have used all the trust income for herself 
only under misuse of her discretionary power, 
seems very questionable. A clue to the deci- 
sion seems to be offered by its history. As 
can be seen from a memorandum opinion 
of the Tax Court in Wilfred J. Funk v. Com- 
missioner (February 7, 1944, 3 TCM 100 
[CCH Dec. 13,727(M)]), the Commissioner 
originally held the grantor as the one who 
owed the tax. Though long-term trusts 
were in question, there seemed considerable 
ground on which to tax the grantor. The 
evidence in that case showed that his wife, 
the trustee, was wholly unfamiliar with 
“business”; that she did not know the com- 
position of the corpus of the trusts or the 
source or amount of their income; that she 
did not personally administer or direct the 
administration of the trust estates; and that 
she did nothing in connection therewith 


and 


sioner 


sections 


Tax Items of Special Interest 


Tax Items of Special Interest 


BERT V. TORNBORGH, CPA 


except to dispose of the trust income, and 
left the administration and keeping of records 
to the husband’s accountants and tax con- 
sultants. But at that time the Tax Court 
treated the wife as “a complete stranger” 
and refused to tax the grantor. 

Now, at last, that error, if it was such, 
might be corrected by giving the one next 
to the grantor and most deserving it, the 
privilege of being taxed instead of restrict- 
ing the government to looking for its reve- 
nues in the low surtax brackets of the four 
separate trusts. 

*K 1K 

Income from Alimony Trust paid -to a 
wife, divorced or legally separated, is not 
includible in the husband’s gross income 
since the Revenue Act of 1942 (Section 171, 
I. R. C.) Before that time, such income 
was includible under the authority of the 
United States Supreme Court decision in 
Douglas v. Willcuts (November 11, 1935, 
296 U. S. 1 [36-1 ustc §9002]). But 
while that decision is obsolete in regard to 
trusts in favor of a divorced wife, it is still 
applicable to a trust set up by a wife in 
favor of her husband in consequence of an 
agreement to support him during his life- 
time. Sokol v. Commissioner (August 16, 
1946, 7 TC —, No. 69 [CCH Dec. 15,331]) 
taxed such trust income to the wife because 
she enjoys the benefit of the income through 
discharge of her contractual obligation to 
support the husband. 

Agreements of that kind are in most 
cases probably intended to buy a reluctant 
husband’s consent to a divorce. This would 
make the agreement unenforceable as based 
on an illegal consideration. Consequently, 
there would be no binding obligation and 
the trust income would not be taxable to 
the wife. It seems, however, that the courts 
consider a party to such an agreement as 
estopped from asserting its illegality if the 
latter does not appear on the face of the 
instrument. 

: ee 

Salary Increases to Corporate Officers by 
informal act of the Board, not evidenced 
by proper resolutions, are sometimes con- 

tested by the Commissioner as allowable 
deductions. In Miller-Dunn Company v. 
Commissioner (February 28, 1946, [CCH 
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Dec. 15,025 (M)]) the Tax Court allowed 
the deduction of the excess salary though 
no formal resolution was accepted and no 
minutes at all appeared in the minute book 
during the period in question. It relied on 
Brampton Woolen Company v. Commissioner 
November 28, 1930, 45 F. (2d) 327 [1930 
CCH {9727)], where a majority of the 
First Circuit Court of Appeals allowed the 
deduction, though neither a formal nor an 
informal resolution was taken but merely 
a general agreement was reached that the 
salaries be reasonably increased, the exact 
computation to be made after the close 
of the taxable year. (To the same effect, 
Isaacs & Company, 1 BTA 45 [CCH Dec. 
27], partly disagreeing Howard Sheep Com- 
pany v. U. S., Ct. Cl., 56 F. (2d) 474.) Isaacs 
v. Commissioner seems to restrict the per- 
missible informality to closely held corpo- 
rations acting very much like partnerships, 
decisions being made in conversation and 
frequently not recorded in the minutes. To 
be on the safe side, adherence to formalities, 
in cases of importance, is still advisable. 

* ok aK 


Prevention of Tax Avoidance is the legis- 
lative intent behind Section 24 (c) of the 
Code. An accruable expense, not taxable by 
the recipient in the year of accrual, is not 
deductible if the recipient is a member of 
the family or a majority stockholder of the 
payor unless it is paid within two and one- 
half months after the close of the taxable 
vear. There are conflicting decisions of two 
Circuit Courts of Appeal about the meaning 
of the word “paid” in Section 24 (c). While 
the Sixth Circuit, in Musselman Hub-Brake 
(December 1, 1943, 139 F. (2d) 65 [43-2 


ustc J 9666] ), considered notes of the payor- 
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corporation as a payment in accordance 
with the law, the fifth Circuit decided differ- 
ently in Lake v. Commissioner (April 17, 
1945, 148 F. (2d) 898 [45-1 ustc { 9267 ]), 
holding only a cash payment sufficient to 
secure the right of deduction. The Tax 
Court, in Miller v. Commissioner (September 
17, 1946, 7 TC —, No. 89 [CCH Dec. 
15,377]), adheres to the strict interpretation 
expressly disagreeing with the Sixth Circuit 
in the Musselman case. If we apply the 
Dobson rule to a decision of the Tax Court 
about a question of law, the issue seems to 
be settled. 
oK ao * 


Loss Carry-backs of a corporation in the 
process of liquidation, was recognized by 
the Tax Court in Acampo Winery and Dis- 
tilleries v. Commissioner (August 21, 1946, 
7 TC —, No. 75 [CCH Dec. 15,345]). The 
Commissioner contested that right because 
the corporation was substantially liquidated 
and “marking time” in the two loss years, 
and “was no more the taxpayer it was in 
previous years, in substance and in fact, 
than if it had legally changed its existence.” 
But if Congress did intend that distinction, 
its intention did not find expression in the 
statute. A loss suffered during liquidation 
is an operating loss, the process of liqui- 
dation being the final part of the operation 
of the business. There is no ground on 
which to base a discrimination in the appli- 
cation of the carry-back privilege against 
liquidating corporations, the Tax Court 
ruled. 

A Veteran’s Estate had to pay New York 
state estate tax on an “adjusted Service 
Certificate,” the proceeds of which were 
payable to the estate. The Act of Congress 
of May 19, 1924, provided that the proceeds 
from such certificates which were issued 
after World War I, shall not be subject to 
national or state taxation. The Surrogate 
of Orange County ruled (in the estate tax 
case of Matthew Reilly, July 26, 1946) that 
the New York estate tax is not a levy 
upon the property itself, but an excise upon 
the privilege to transmit the property upon 
death. Consequently, it included the Serv- 
ice Certificate in the veteran’s estate. The 
surrogate is here in line with the federal 
estate tax practice as pronounced in U. S. 
Trust Company of New York v. Commis- 
stoner (307 U. S. 57 [39-1 ustc J 9466]) with 
respect to war risk insurance, a question on 
which there is a split in New York court 


decisions, [The End] 
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INTERPRETATIONS 


Court... Administrative 


APPELLATE AND LOWER COURTS 


Net operating loss carry-over: Computa- 
tion: Evidence.—Taxpayer, an individual 
operating a mercantile establishment, a 
farming enterprise, and a hotel, did not file 
income tax returns for 1940 and 1941. A 
Deputy Collector of Internal Revenue filed 
such returns for taxpayer, however, deter- 
mining a loss in 1940 of $11,354.48, deter- 
mined by deducting from the cost of the 
hotel, which apparently had sustained a loss 
of some sort, $27,000, the amount of insur- 
ance ($10,000), and taxpayer’s 1940 income 
($5,645.52). The Deputy Collector also 
determined taxpayer’s 1941 net income to be 
$8,964.75, upon which was assessed a tax 
liability of $926.60, a penalty of $122.40, and 
interest of $12.25, or a total of $1,061.25, 
upon which taxpayer has made two partial 
payments of $300 each, and which taxpayer 
now seeks to recover, with interest. Tax- 
payer now claims he had a net operating 
loss of $14,335.31 in 1940, which, when car- 
ried over to 1941, gives him a net loss for 
that year of $2,031.44. Upon the trial, tax- 
payer testified that he knew very little about 
his records, and one Quails testified that he 
kept only a partial record of taxpayer’s busi- 
ness. The court holds that, on the evidence, 
taxpayer has not carried the burden of es- 
tablishing by clear and convincing evidence 
that the Commissioner’s determination of 
the tax was erroneous. It is also held that 
taxpayer’s 1940 net operating loss as deter- 
mined by the Deputy Collector ($11,354.48) 
should be further reduced by the amount 
of the salvage value of the hotel ($4,975) 
to $6,379.48, which taxpayer is entitled to 
carry over to offset his 1941 income, under 
Sec. 122. DC Ky. J. B. Smith, Plaintiff v. 
Seldon R. Glenn, Collector, Defendant. 46-2 


ustc J 9353. 


Distributions by corporations: Reduction 
of bank capital: Earnings available: 
Equivalent to taxable dividend.—Where a 
bank reduced its capital from $400,000 to 
$200,000, the distribution of the difference 
to its one class of common stockholders ratably 
was held to be essentially equivalent to the 
distribution of a taxable dividend under Code 
Sec. 115(g), where there were sufficient 
earnings and profits accumulated since 1913 


Interpretations 





= 


to cover the distribution, notwithstanding 
the fact that such reduction of capital was 
for a sound business purpose approved by 
the Comptroller of the Currency, and tax- 
payers, as stockholders, claimed the amounts 
were received as payments in partial liqui- 
dation under. a recapitalization plan. Re- 
fund denied. DC Me. Arthur J. Dunton and 
Madelyn C. Dunton, Plaintiffs v. Clinton A. 
Clauson, Collector of Internal Revenue, De- 
fendant. 46-2 ustc J 9354. 


Gift tax: Valuation of voting trust certifi- 
cates: Restrictions on sales.—Donors val- 
ued gifts of voting trust certificates at a 
discount of 334% off the regular market 
price of the underlying common stock. The 
certificates represented shares in a trust 
formed for the benefit of certain employees, 
consisting of common stock of the company 
purchased on the market. Where the re- 
ported value was in conformance with the 
prevailing market price, as established by 
the management of the company in ac- 
quiring certificates from employees who 
had terminated their employment, it is held 
that the certificates were properly valued for 
gift tax purposes. The Commissioner’s con- 
tention that the certificates’ value was the 
same as that of the underlying common 
stock is rejected—DC Mo. Michael H. 
Katz, Plaintiff v. Dan M. Nee, Collector of 
Internal Revenue, Defendant. -Rose B. Katz, 
Plaintiff v. Dan M. Nee, Collector of Internal 
Revenue, Defendant. 46-2 ustc J 10,512. 


Partnerships: Husband and wife: Lum- 
ber business: Share in management and 
control: Bona fide intention.—Where tax- 
payer and wife entered into a written part- 
nership agreement to carry on a logging and 
lumber business formerly conducted for a 
period of six years by taxpayer pursuant to 
an oral agreement between them at its in- 
ception that it be owned by them jointly, 
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and from the beginning both shared in the 
conduct and control of the business, it was 
held that effect should be given to their bona 
fide intention to form a partnership, as evi- 
denced by their written agreement. The 
business required a relatively small amount 
of capital. Refund allowed. DC Ore. Ken- 
neth Il’. Ford, Plaintiff v. J. W. Maloney, 
Defendant. 46-2 ustc J 9349. 


TAX COURT 


Accounting periods: Period for which de- 
ductions taken: Processing taxes refunded 
to customers.—Taxpayer, a Georgia corpo- 
ration, was a processor of cotton in 1935 
and reported its income on the accrual basis. 
It paid processing taxes under the Agri- 
cultural Adjustment Act of 1933 only during 
the month of January, 1935. Thereafter, it 
accrued such taxes on its books for the 
balance of the year. During part of 1935, 
during which time litigation to test the con- 
stitutionality of the A. A. A. was pending, 
taxpayer entered into contracts with its cus- 
tomers, agreeing to give customers credit 
for the amount of processing taxes collected 
within 120 days prior to the determination 
of the invalidity of the A. A. A. Taxpayer 
did not, however, set up an account on its 
books to carry this liability, and selling 
prices did not allocate any part of the price 
to processing taxes. On January 6, 1936, the 
taxing provisions of the A. A. A. were held 
to be unconstitutional by the Supreme Court 
of the United States, and during January 
and February of that year, taxpayer re- 
funded $84,865.65 to its customers under 
the above agreements. Taxpayer took this 
deduction on its 1935 income tax return, and 
the Commissioner has determined a defi- 
ciency accordingly. The Tax Court holds 
such a deduction improper in 1935 under 
Sec. 43 because the liability to refund the 
amount of processing taxes was contingent 
only throughout 1935, accruing only on Jan- 
uary 6, 1936, when the A. A, A. was invali- 
dated. In so holding, the court repudiates 
Sanford Cotton Mills, Inc., CCH Dec. 11,229, 
42 B. T. A. 190, in view of the holding of 
the Supreme Court in Security Flour Mills 
Co. v. Commissioner, 44-1 ustc § 9219, 321 
U. S. 281. Brighton Mills, Inc., Formerly 
Southern Brighton Mills v. 
CCH Dec. 15,383. 

Estate tax: Power to invade corpus for 
beneficiary: Right to designate income 


beneficiaries: Transfers before and after 
March 3, 1931.—In 1929 decedent created, 


by a single instrument, separate trusts for 


1106 


Commissioner, 


the primary benefit of his daughter and two 
sons, and another for the benefit of his 
sister. Until his death in 1941, he served as 
sole trustee of the four trusts. His grand- 
children were remaindermen of the trusts 
for his children, with cross remainders to 
the other trusts for the children in the event 
of the failure of issue of a primary benefi- 
ciary, and with ultimate contingent remain- 
ders to certain designated charities. The 
remainder of the sister’s trust was distrib- 
utable at her death to the trusts for the 
three children. Under the terms of the trust 
instrument, decedent, so long as he served 
as sole trustee, could distribute or accumu- 
late and add to corpus all or any part of 
the trust income, as he saw fit, except that 
the sister was entitled to a minimum annual 
payment of $2,500. After his death or res- 
ignation, his successor trustee was required 
to distribute all the trust income thereafter 
accruing to the then income beneficiaries, 
and exactly $2,500 to the decedent’s sister. 
The trust instrument also provided that the 
trustee could, in his discretion, from time 
to time expend for the benefit of income 
beneficiaries such amounts of corpus as were 
necessary “in case of sickness or other emer- 
gency.” Decedent made transfers of prop- 
erty to the trusts both prior and subsequent 
to March 3, 1931. In 1937 decedent cre- 
ated three additional trusts for his three 
children, with similar remainder provisions 
in which he retained, so long as he acted as 
sole trustee, the right to distribute or ac- 
cumulate income. These trusts, however, 
did not provide for the invasion of corpus 
in case of sickness, or other emergency. 
Decedent acted as sole trustee of these trusts 
until his death. None of the transfers were 
made in contemplation of death, and dece- 
dent did not expressly reserve a power to 
alter, amend, revoke, or terminate. 


Held, that as to the 1929 trusts for the 
children, the power to invade corpus in case 
of sickness or other emergency, even if it 
was one retained by decedent and not in- 
tended solely for a successor trustee, does 
not amount to a power to “alter, amend, or 
revoke” within the meaning of section 81] 
(d) (2) of the Internal Revenue Code. Held, 
further, that as to both the 1929 and the 
1937 trusts, decedent, through the unlim- 
ited power to distribute or accumulate the 
income, reserved a “right to designate the 
persons who shall possess or enjoy the prop- 
erty or the income therefrom,” within the 
meaning of section 811 (c), requiring the 
inclusion in his gross estate of the value of 
all property transferred to the 1929 chil- 
dren’s trusts after March 3, 1931; the value 
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of all property transferred to the sister’s 
trust after that date, discounted however 
for the value of the sister’s life annuity; and 
the value of the entire corpora of the 1937 
trusts. Held, further, that no part of the 
value of property transferred to the 1929 
trusts prior to March 3, 1931, is includible 
in the gross estate. Estate of Edward E. 
Bradley, CCH Dec. 12,944; aff’d. 44-1 ustc 
© 10,085. Estate of Milton J. Budlong, Indus- 
trial Trust Company, Executor v. Commis- 
sioner, CCH Dec. 15,378. 


Gift tax: Family partnership: Contribu- 
tion of capital—A partnership formed by 
petitioner, his wife, daughter, and son-in-law 
was engaged in the manufacturing and sale 
of “Mazon” soap. The formula for the 
product had been discovered by petitioner, 
Where the principal asset of the business 
was the trade name, good will, and formula 
of “Mazon” soap, a taxable gift was held 
to have been made to the daughter and son- 
in-law, under I. R. C., Section 1002. William 
H. Gross v. Commissioner, CCH Dec. 15,386. 


Estate tax: Transfer conditioned on sur- 
vivorship: Express possibility of reverter. 
—Necedent in 1921, 1924 and 1925 conveyed 
certain property to three irrevocable trusts, 
reserving to himself and his wife the income 
for life with income payable upon his death 
and the death of his wife to his daughter and 
upon her death to his grandson. The trusts 
vere to continue for the lives of his daughter 
and his grandson, and the trusts provided 
hat upon their termination, if he were still 
iving, the corpus should revert to decedent; 
ut in case decedent or his wife did not 
survive the daughter and grandson, the trust 
corpus was to be paid to the children of 
the said grandson then surviving; but if 
said grandson left no child then surviving, 
the corpus was to be paid to the four nieces 
of decedents’ wife in equal shares. Held, 
the facts show a survivorship case and the 
value of the corpora of the three trusts at 
decedent’s death is includible in decedent’s 
gross estate under section 811 (c), Internal 
Revenue Code. Estate of John C. Duncan, 
CCH Dec. 14,936, followed. National City 
Bank of New York, as Trustee wnder an 
agreement with Charles F. Loudon, dated Oc- 
tober 4, 1921, et al. v. Commissioner, CCH 


Dec. 15,303. 


l 
| 


Individual returns: Partnerships: Com- 
munity property in California: Transmuta- 
tion: When G. C. M. 9825 not applicable.— 
Taxpayer was one of two managing partners 
in a partnership in California in which his 
wile and five others closely related by blood 
or marriage were members. Taxpayer had 


Interpretations 


a 28.80086 percent interest, his wife a 2.46253 
percent interest. The managing partners 
drew compensation for their services and 
the rest of the profits were distributable to 
all the partners according to their capital 
interests. Taxpayer’s interest was derived 
from his stockholdings in a predecessor cor- 
poration, some of which was his separate 
property, some was community property 
acquired before July 29, 1927, and some was 
community property acquired after that 
date. Under the laws of California income 
attributable to community property acquired 
after July 29, 1927 is divisible community 
income, and income attributable to commu- 
nity property acquired before that date is 
not divisible community income but is tax- 
able to the husband even though the income 
is earned after that date. The Commissioner 
sought to apply the rule stated in G. C. M. 
9825, taking the view that the capital con- 
tributions of a husband and wife in Califor- 
nia to a partnership are, by virtue of the 
partnership agreement, necessarily the sepa- 
rate property of each contributor. This view 
was found, however, to be contrary to the 
laws of California as interpreted by the 
State courts. It was accordingly held that 
the partnership arrangement did not trans- 
mute into separate property that part of 
taxpayer’s investment which was previously 
community property. The amount drawn 
by taxpayer for services, as well as his 
profits attributable to his community invest- 
ment acquired after July 29, 1927, were held 
divisible community income. The profits 
of the partnership attributable to the re- 
mainder of investment were held taxable to 
him. Any resort to the formula outlined 
in G. C. M, 9825 was found to be unneces- 
sary where, as here, the determination may 
readily be made from the partnership 
arrangement. George IV. Van Vorst v. Com- 
misstoner, CCH Dec. 15,384. 

Alimony: Deductibility: Payments made 
pendente lite.——During part of 1942 and 
part of 1943, taxpayer paid his wife certain 
sums under a voluntary agreement of sepa- 
ration. Also in 1943, under a court order of 
July 20, 1943, he paid her certain sums as 
alimony pendente lite. Not until 1944 was a 
divorce a mensa et thoro granted to taxpay- 
er’s wife. Taxpayer deducted the above 
amounts on his 1942 and 1943 returns, and 
the Commissioner determined a deficiency 
accordingly. The Tax Court holds without 
discussion that the payments made under 
the voluntary separation agreement are not 
deductible by him under Sec. 23 (u), for 
the reason that his wife was not required to 
report them as gross income under Sec. 22 
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(k), which requires a legal separation before 
such sums must be so included. The further 
question of the deduction of sums paid as 
alimony pendente lite in 1943, under order 
of the Pennsylvania court, is resolved against 
taxpayer on the following bases. The court 
order to pay alimony pendente lite was not a 
decree of separate maintenance, as that 
phrase is used in Sec. 22 (k), nor was it a 
decree of legal separation. Furthermore, 
alimony pendente lite, under Pennsylvania 
law, is limited to the pendency of a divorce 
action, and it ceases when the case ends. 
Such alimony, therefore, cannot fall within 
the scope of Sec. 22 (k). George D. Wick v. 
Commisstoner, CCH Dec. 15,375. 


TAX COURT 
MEMORANDUM OPINIONS 


Estate tax: Gross estate: Possibility of 
reverter.—In 1926, decedent, who was living 
apart from his wife, transferred certain stock 
to a trustee in connection with an agreement 
for support. Upon the wife’s death, the 
corpus was distributable to decedent if he 
had survived his son. If the son had sur- 
vived decedent, the corpus was distributable 
to the former. Where decedent’s entire 
interest in the stock was not transferred 
but merely so much as was necessary to 
constitute security for the support payments, 
the difference between the value of the 
property comprising the trust and the value 
at the widow’s age of a life annuity in the 
amount of the support payments was held 
includible in the gross estate. As the trans- 
fer of the portion of the corpus other than 
the interest representing the widow’s life 
estate was dependent upon survivorship, it 
was also includible on that ground. Estate 
of Joseph Clarke, Cresence E. Clarke, Bradlee 
Fulton Clarke, and Garald K. Richardson, 
Executors v. Commissioner, CCH Dec. 
15,337(M). 

Alimony: Payments made under separa- 
tion agreement: Deductible by husband.— 
Taxpaver deducted payments to two former 
wives on his 1943 return, and the Commis- 
sioner has determined a deficiency accord- 
ingly. In Tuckie G. Hesse v. Commissioner, 
CCH Dec. 15,367, reported herein at J 7667, 
the Tax Court held that payments received 
by the first wife from taxpayer in 1943 were 
includible in her gross income under Code 
Sec. 22 (k); consequently the court here 
holds that such payments are deductible by 
taxpayer under Code Sec. 23 (u). Payments 


were made to the second wife, who obtained 
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an absolute divorce from taxpayer on Au- 
gust 23, 1943, under the terms of an agree- 
ment entered into on June 1, 1943, and 
amended on August 31, 1943; the agreement 
had been executed by the parties incident to 
the suit for divorce which the second wife 
had instituted. The court holds that these 
payments come within Code Sec. 22 (k), and 
are therefore deductible by taxpayer under 
Code Sec. 23 (u). Frank M. Hesse v. Com- 
missioner, CCH Dec. 15,376 (M). 


Gift tax: Imposition of tax: Date of gifts. 
—In 1938, donor endorsed certificates of 
stock in blank and mailed them to the trans- 
fer agent with instructions to register the 
shares in the names of trustees and issue 
new certificates. Although the shares were 
not registered and new certificates issued 
until 1939, the gifts were completed in 1938 
and subject to tax in that year. As for 
trusts of which donor made himself trustee, 
the execution of the trust agreements in 
1938, whereby donor transferred certain 
shares to himself as trustee, was sufficient 
in itself to complete the gifts in that year, 
so that they then became taxable. [Villiam 
Wallace Mein v. Commissioner, CCH Dec. 
15,342 (M). 


Deductions: Losses: Sale of residential 
property.—Taxpayer, an _ individual, ac- 
quired certain real estate by inheritance. 
Both prior and subsequent to the time she 
acquired title, she occupied it as her resi- 
dence. She has made extensive but unsuc- 
cessful efforts, over a period of years, to 
sell or rent the property, and she finally sold 
it in 1941, for which year she claims a loss 
as a deduction from her 1941 income tax. 
The court here disallows the deduction, on 
the ground that, although taxpayer received 
some rents from other real estate acquired 
by inheritance, still she was not engaged in 
the real estate business, and the loss can- 
not, therefore, be deducted as an ordinary 
loss incurred in a trade or business. It is 
further held that the loss is not deductible 
as resulting from a transaction entered into 
for profit, since the property was used as 
taxpayer’s personal residence, and the mere 
passage of time and extensive but unsuc- 
cessful efforts to sell or rent are not suffi- 
cient as definite acts converting the property 
to a business purpose. Thora Scott Ronalds 


v. Commissioner, CCH Dec. 15,396 (M). 


Capital gains and losses: Sale of residence 
converted into income-producing property: 
“Used in the trade or business.”—In 1924, 
taxpayer purchased a house in Erie, Penn- 
sylvania, for use as a dwelling. In 1936, 
he moved to Warren, Pennsylvania, where 
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he has since resided. In 1942 and 1943, the 
Erie house was rented, and it was sold in 
1943 at a loss of $4,940. Taxpayer has de- 
ducted this amount on his 1943 return, but 
the Commissioner has allowed the loss only 
to the extent of $1,000, limiting the loss 
under Sec. 117 (d), on the theory that the 
house is a capital asset. The court holds 
that, although taxpayer’s principal business 
was not real estate rentals, still the prop- 
erty was “used in the trade or business of 
the taxpayer” and is not, therefore, a capital 
asset, as defined by Sec. 117 (a) (1). See 
Leland Hazard v. Commissioner, CCH Dec. 
3,273. M. T. Thomas v. Commissioner, 
CCH Dec. 15,392 (M). 


Annuity contract: Exchange for real 
property: Taxable as ordinary income after 
aggregate consideration returned to annui- 
tant.—In 1918 and 1919, taxpayer and dece- 
dent exchanged certain real properties for 
fixed monthly installments to be paid to 
decedent during his lifetime and to taxpayer 
after his death. Decedent died in 1930, and 
taxpaver received monthly payments from 
that time through 1943. Prior to death of 
decedent, he had received payments consid- 
erably in excess of cost of exchanged prop- 
erties to him. Taxpayer now seeks to have 

iyments received during vears 1941, 1942, 
and 1943, taxed as capital gains under Code 
Sec. 117. (b), whereas the Commissioner 
has held that such payments are taxable un- 
der Code Sec. 22 (b) (2) as annuities, and 
therefore ordinary income. The court re- 
jects taxpayer’s contention that payments 
received under the contract during 1941, 
1942, and 1943, were part of the selling price 
of the realty conveyed in 1918 and 1919, and 
in so doing relies heavily upon the argu- 
ment that the principal distinguishing char- 
acteristic between an installment sale and 
an annuity is that only in the latter case is 
the continuance of payment dependent en- 
tirely upon the life of the recipient of the 
payments. Mary J. Ware v. 


Commissioner, 
CCH Dec. 15,358 (M). 


Estate tax: Transfer with income and 
power to revoke retained: Trust in connec- 
tion with property settlement agreement.— 
Upon the death of decedent’s wife, who 
predeceased him, a dispute arose between 
decedent and the children as to the dispo- 
sition to be made of the wife’s interest in a 
trust estate. Decedent claimed that he was 
an heir-at-law of his wife and entitled to 
share in the distribution of her interest. The 
Minnesota District Court, in a contested 
proceeding, ruled in favor of decedent’s con- 
tention. Under the terms of a settlement 


Interpretations 


between the parties, entered into in 1934, the 
children agreed not to appeal from the ruling 
in consideration of decedent’s transfer in 
trust of the disputed property. The income 
was to be paid to decedent for life, with 
remainder over to the children. The Court 
held that the property was wholly owned 
by decedent at the time of the transfer, and 
was taxable as the subject of a transfer to 
take effect at death, under Code Sec. 811 (c), 
and by reason of decedent’s reservation of a 
right to revoke with the consent of the 
majority of the children, under Code Sec. 
811 (d). Estate of Whitney Waterman, De- 
ceased, Security-First National Bank of Los 
Angeles, Executor v. Commissioner, CCH 
Dec. 15,328 (M). 


Deductions: Expenses: Uniforms: Cost 
of cleaning.—Taxpayer Charles Wildman is 
employed by the Illinois Central Railroad 
Co. as a railroad conductor and during the 
calendar year 1943 was engaged exclusively 
as a railroad passenger conductor. The tax- 
payer while serving in this capacity is re- 
quired to furnish his own uniform and to 
keep the uniform neat and clean at all times 
at his own expense. The prescribed uniform 
to be worn while on duty must meet many 
strict style details and is not adapted to 
general street wear. Taxpayer wears his 
uniform only when engaged in the perform- 
ance of his duties and changes to street 
clothing when he leaves his post. He main- 
tains a quota of street clothing in addition 
to his uniforms since the uniform does not 
replace his street clothing. The nature of 
the taxpayer’s duties places a heavy strain 
upon the uniform; it is frequently soiled. 
Taxpayer deducted the sum of $136.15 in his 
return for the calendar year 1943, which 
sum was disallowed by the respondent in 
the determination of the deficiency. The 
Tax Court held that the deductions claimed 
by the taxpayer were ordinary and necessary 
expenses of carrying on a trade or business 
and of earnings income. Charles Wildinan 
and Myrtle Wildman v. Commissioner, CCH 
Dec. 15,341 (M). 


STATE COURTS 


Charitable exemption: Invasion for life 
tenant’s welfare—Decedent, who died in 
1944, created a testamentary trust, giving 
his sister a life estate, with the remainder, 
after deducting certain specific bequests, to 
go to charity. Where the trustees were 
given a discretionary power to invade the 
principal for the welfare of the sister, it is 

(Continued on inside back cover) 
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STATE TAX 


ALABAMA 
December 1 





Automobile dealers’ reports due. 


December 10—— 


Automobile dealers’ reports due. 

Report and payment of service licensees 
of alcoholic beverages due. 

Reports of manufacturers and distributors 
of alcoholic beverages due. 

Tobacco stamp and use tax report and 
payment due. 

Tobacco wholesalers’ and jobbers’ reports 
due. 


December 15 


Carriers’, warehouses’ and transporters’ 
gasoline tax reports due. 





Carriers’, warehouses’ and transporters’ 
lubricating oils tax reports due. 

Income tax installment due. 

Motor carriers’ mileage report and tax 
due. 

Oil and gas conservation tax report and 
payment due. 


December 20—— 

Automobile dealers’ reports due. 

Coal and iron ore mining tax report and 
payment due. 

Gasoline tax report and payment due. 

Lubricating oils tax report and payment 
due. 

Motor fuel tax report and payment due. 

Sales tax reports and payments due. 


ARIZONA 
December 5 





Alcoholic beverages licensees’ report due. 


Second Monday 





Tax due on unsecured personal property 
within $200 value. 
December 10—— 
Report and payment of wholesalers of 
malt, vinous and spirituous liquors due. 
December 15—— 
Gross income reports and payments due. 
Motor carriers’ reports and taxes due. 
Use fuel tax report and payment due. 


December 25—— 


Motor vehicle fuel distributors’, whole- 
salers’ and carriers’ reports and pay- 
ments due. 
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ARKANSAS 





December 10 
Alcoholic beverages consumers’ sales taxes 
due. 
Cigarette reports due. 
Motor fuel carriers’ reports due. 
Natural resources severance tax 
and payment due. 


report 





December 15 
Alcoholic beverage reports due. 
Oil and gas reports and payments due, 

December 20 


Gross receipts tax report and payment 
due. 
Use fuel tax report and payment due. | 


December 25 
General gasoline taxes and reports due. 
Motor vehicle report on fuel brought into 

















Dece! 
state due. , 
} \lc 
December 31 
; P : ; \I 
Motor vehicle registration expires. ' 
Dece 
\l 
CALIFORNIA 
December 1 Dece 
Common carrier distilled spirits tax re- Co 
port and payment due. al 
Gasoline tax report and payment due. Us 
December 5—— Dece 
First half of real property taxes and all 
. C. 
secured personal property taxes delin- 
quent, except in certain cities and irri- 
gation districts. 
Private car tax due. 
Dece 
December 10—— f "Be 
Petroleum and natural gas companies’ D 
monthly reports due. it 
Ci 
December 15—— 
7 Dece 
Beer and wine report and tax due. ( 
. . . . 1 
Distilled spirits report and tax due. 
Motor fuel importers’ reports due. Dece 


Non-beverage alcohol reports due. Al 
Use fuel tax report and tax due. 
Third installment of personal income tax 


due. 
Dec« 
December 20—— ~ 
Mortgage insurers’ monthly reports due. R 
AC 


Motor carriers’ gross receipts tax due. 


TA XES—tThe Tax Magazine 




















axes 
‘port 
due. 
ment |] 
ue. 
due. COLORADO 
Into 
December 5 
\lcoholic beverage manufacturers’ reports 
| lue. 
| \lotor carriers’ tax due. 
December 10—— 
\lotor carriers’ reports due. 
December 15 
x re- Coal mine owners’ reports due. 
Sales tax reports and payments due. 
lue Use tax reports and payments due. 
December 25 
al i] Coal royalty tax due. 
Bates Gasoline (including diesel fuel) tax re- 
o caal. rts and payments due. 
CONNECTICUT 
December 1 
f Gasoline tax due 
anies’ 
December 10 
Cigarette tax report due. 
December 15—— 
Gasoline and use fuel tax reports due. 
December 20—— 
Alcoholic beverage tax return and pay- 
ment due. 
ne tax 
DELAWARE 
December 15—— 
; due Filling stations’ gasoline tax reports due. 
Ss ( . ™ - . as: 
lu Reports of manufacturers and importers 
due. 


‘f alcoholic beverages due. 





State Tax Calendar 




























December 31 
Carriers’ reports due. 
Distributors’ gasoline tax report and pay- 
ment due. 





DISTRICT OF COLUMBIA 
December 10 


Reports of licensed manufacturers and 
wholesalers of beer due. 

Reports of licensed manufacturers, whole- 
salers or retailers of alcoholic bever- 
ages due. 


December 15—— 


Tax on beer due. 


December 25—— 


Gasoline tax report and payment due. 





FLORIDA 
December 1 





Motor transportation companies’ reports 
and taxes due. 


December 10 
Agents’ and wholesalers’ cigarette tax 
reports due. 
Manufacturers’ and distributors’ alcoholic 
beverages reports and taxes due. 





December 15—— 
Gasoline sales, use and storage reports 
and taxes due. 
Transporters’ and carriers’ alcoholic bev- 
erage reports due. 


December 25—— 
Oil and gas severance reports and taxes 
due. 


GEORGIA 





December 10 


Cigar and cigarette reports due. 
Liquor wholesalers’ reports due. 
Motor carriers’ reports due. 


December 15—— 


Malt beverage tax report due. 


December 20 


Gasoline tax report and payment due. 
Property taxes due. 





December 31 





Chain store tax report and payment due. 
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IDAHO 
December 10—— 


Dairy products substitutes dealers’ reports 
due. 


December 15—— 


Beer dealers’, brewers’ and wholesalers’ 
reports due. 

Cigarette wholesalers’ drop shipment re- 
ports due. 

Electric generating companies’ kilowatt 
hour statement and tax payment due. 

Fuel dealers’ reports and tax payments 
due. 

Gasoline dealers’ tax report and payment 
due. 

Public utilities’ statement and tax due. 


Fourth Monday 
Personal and first installment of 
property taxes delinquent. 





real 


December 31—— 
Beer tax, additional, due. 
Store tax, additional, due. 


ILLINOIS 
December 10—— 
Insurance surplus line brokers’ reports 
due. 
Motor carriers’ mileage tax due. 


December 15—— 
Alcoholic beverage tax reports due. 
Cigarette tax return due. 
Electricity tax report and tax due. 
Gas tax report and tax due. 
Messages tax report and tax due. 
Sales tax report and payment due. 


December 20—— 


Gasoline tax report and payment due. 


December 31 


Gasoline transporters’ tax report due. 





INDIANA 





December 1 
Alcoholic vinous beverage tax due. 
December 15—— 
Alcoholic vinous beverage tax due. 
Fuel use tax reports and payments due. 
December 20 
Sank share tax report and payment due. 
Building and loan associations’ intangibles 
tax reports and payments due. 


December 25—— 
Gasoline tax report and payment due. 
December 31 


‘Private car company tax due. 
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IOWA 
December 1 
Annual corporation report and fee due. 








First Monday 


Last day to pay personal property taxes 
without penalty. 


December 10—— 


Carriers’ gasoline tax reports due. 

Cigarette vendors’ reports due. 

Class “A” permittees’ beer tax report an 
payment due. 


December 20—— 


Distributors’ gasoline tax report and pay- 


ment due. 


December 31 


Pipe line companies’ annual 
fees due. 





inspect 


KANSAS 


December 5—— 
Cigarette distributors 


’ 


reports due. 


December 10—— 


Alcoholic and malt beverages wholesalers’ 
and distributors’ reports and taxes due. 

Malt beverage dealers’ reports and taxes 
due. 

Reports of stamps transferred to retailers 
due from wholesale cigarette dealers 


December 15—— 
Carriers’ gasoline and fuel use tax reports 
and fees due. 
Compensating tax report and payment 
due. 
Motor carriers’ gross ton mileage tax 
report and payment due. 


December 20—— 
Sales tax report and payment due. 
Special fuel use tax report and payment 
due. 
Last day for payment of first installment 
of property and grain handling taxes. 


December 25—— 


Gasoline tax report and payment due. 


December 31 





Alcoholic beverage licenses expire. 

Cigarette licenses expire. 

Express company gross 
delinquent. 

Gasoline exemption permits expire. 

Motor vehicle registration expires. 


receipts taxes 
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St 








KENTUCKY 
December 10—— 
\musement and entertainment report and 











ae tax due. 
Cigarette tax reports due. 
Refiners’ and importers’ gasoline tax re- 
taxes port due. 
December 15—— 
\lcoholic beverage reports due. 
Fuel use tax reports and payment due. 
Passenger carriers’ mileage tax due. 
‘t and Public utilities’ gross receipts tax reports 
and payment due. 
, December 20—— 
7 y- | Oil production tax report and payment 
due. 
December 31 
shai Dealers’ and transporters’ gasoline tax 
report and payment due. 
LOUISIANA 
December 1 
bacco wholesalers’ reports due. 
salers’ December 10—— 
s due. \lcoholic beverage importers’ reports due. 
taxes ;asoline importers’ reports due. 
Kerosene importers’ reports due. 
tailers Lubricating oil importers’ reports due. 
lers 
December 15—— 
\lcoholic beverage carriers’ reports due. 
eports Intoxicating liquor manufacturers’ and 
dealers’ reports due. 
yment Lubricating oil carriers’ reports due. 
bacco report due. 
e tax 
December 20-—— 
\lcoholic beverage reports and taxes due. 
Fuel use tax report and payment due. 
Gasoline dealers’ reports and tax due. 
yiment Kerosene dealers’ reports and tax due. 
lubricating oil dealers’ reports and tax 
iment dine. 
taxes. New Orleans City sales and use tax re- 
ports and payment due. 
Sales and use tax report and payment due. 
lue. 
December 31 
Bank shares taxes due. 
Foreign corporations’ annual statement 
due. 
taxes Property taxes for state and parish due. 


Utilities and common carriers’ inspection 
tee due. 


State Tax Calendar 





gazine 


MAINE 
December 10—— 
Malt beverages manufacturers’ and whole- 


salers’ reports due. 
December 15—— 


Use fuel tax report and payment due. 
Railroad and street railway tax install- 
ment due. 


December 31 
Gasoline tax report and payment due. 





MARYLAND 
December 5—— 
Public passenger motor vehicle 
of excess operations due. 
December 10—— 


Brokers’ reports of unauthorized insur- 
ance due. 
Admissions tax payment due. 


December 15—— 


Fourth installment of income taxes due. 


December 31 
Report of purchasers of cargo lots of 
motor fuel due. 


report 





December 31 


Beer tax report and payment due. 
Gasoline tax report and payment due. 





MASSACHUSETTS 
December 10 
Alcoholic beverage excise tax report and 
payment due. 
Meals excise tax report and payment due. 
December 20 
Cigarette distributors’ 
payment due. 
December 31 
Motor fuel tax report and payment due. 








tax report and 





MICHIGAN 
December 1 
Oil and gas producers’ severance tax and 
reports due. 
December 5—— 
Carriers’ gasoline tax report and payment 
due. 
December 10—— 


Common and contract carrier report and 
fees due. 
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December 15—— 


Sales and use tax reports and payments 
due. 


December 20—— 
Distributors’ gasoline tax report and pay- 
ment due, 
Last day to make gas and oil severance 
tax report and payment. 
December 31—— 
Finance companies’ semi-annual reports 
due within 30 days. 
Common and contract carriers’ quarterly 
reports due within 30 days. 


MINNESOTA 
December 10—— 
Wholesalers’, brewers’, and manufactur- 


ers’ alcoholic beverage reports due. 


December 15—— 
Interstate motor carriers’ mileage tax due. 
Quarterly installment of income tax due. 
December 23 


Distributors’ gasoline tax report and pay- 
ment due. 





Special use fuel tax report and payment 
ie 


MISSISSIPPI 
December 1 





Oyster inspection and shrimp tax due. 
Privilege license tax issued to utilities 
for part of year expires. 


December 5 





Factories’ reports due. 


December 10 


Admissions tax reports and payment due. 





December 15—— 

Alcoholic beverages reports due. 

If income tax return made on calendar 
year basis, last installment due. 

Gasoline tax reports and payment due. 

Report of manufacturers, distributors and 
wholesalers of tobacco due. 

Sales tax reports and payment due. 

Timber severance tax reports and pay- 
ment due. 

Use tax reports and payment due. 


December 25—— 
Oil severance tax and report due. 
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MISSOURI 
December 1 





Final payment of income tax due. 





December 5 
Non-intoxicating beer permittees’ 
due. 


ret ort 


December 15 
Alcoholic beverage report due. 
Retail sales tax reports and payment due 





December 25 


Use fuel tax report and payment due 





December 31—— 

Assessment date for annual franchise tax, 

Second class city property tax due be- 
tween Sept. 1 and this date. 

Licenses of dealers and salesmen of build- 
ing and loan associations expire. 

Merchants’ ad valorem license tax due 

Manufacturers’ licenses expire. 

Private car tax is due and payable. 


MONTANA 
December 15—— 
Carriers’ gasoline tax reports due. 
Electric companies’ report and tax due. 
Gasoline tax reports and payment due. 
Report and payment of brewers, whole- 
salers and transporters of beer due. 


December 20 
Reports of producers, transporters, deal- 
ers and refiners of crude petroleum due. 





December 25—— 


Pipe line companies’ annual reports due 


December 31—— 
Itinerant merchants’ licenses expire. 
Heat, gas, street-railway, light, power, 
water, sewerage, telephone and _ tele- 
graph companies’ annual reports of ac- 
counts to the Public Service Commission 
due. 


NEBRASKA 
December 1 
Personal property taxes 
quent on this date. 
Personal property taxes in the cities of 
Lincoln and Omaha become delinquent 
on this date. 
All first class city taxes become due. 
Car company taxes become delinquent. 
Non-resident motor vehicle carriers’ taxes 
become delinquent. 





become delin- 
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Decer 
Gra 


Decer 
hem 


Dece! 


Alc 


De 


St 


report 
it due 
ue | 


se tax, 
1e be- 


build- 


due 


x due, | 
t due. 
vhole- 
lue, 


deal- 
n due. 


s due 


e. 
yOwWe;’T, 

tele- 
of ac- 
nission 


delin- 


ies of 


iquent 
ue. 


quent. 
taxes 


Bazine 


December 5 








Grain warehouse operators’ reports due. 
December 10—— 

mployment agencies’ reports due. 
December 15 

\lcoholic beverage manufacturers’ and 


wholesale distributors’ reports due. 

\ll monthly motor vehicle fuel tax re- 
ports and payments due. 

Gasoline sales and use tax reports and 
payments due. 

Itinerant vendors’ reports due. 

Potato shippers’ monthly reports due. 


December 30 
Penalty accrues on unpaid franchise taxes 
of domestic nonprofit corporations. 





December 31—— 
Carriers of motor vehicle fuels must re- 
new licenses. 


NEVADA 





December 2 
Property taxes—first installment due. 
December 10—— 
Liquor reports of out-of-state vendors due. 
December 15—— 
Gasoline carriers’ tax report due. 
Liquor reports of importers and manu- 
facturers due. 
December 25 


Fuel users’ tax reports and payment due. 
Gasoline tax reports and payment due. 





NEW HAMPSHIRE 
December 10—— 
\leoholic beverages reports due; permit- 
tees’ payment due. 
Unlicensed fire insurance companies’ agents’ 
monthly reports due. 
December 15 
Use 





fuel tax report and payment due. 


December 31 
Carriers’ reports of motor fuel deliveries 
due, 
Motor fuel report and tax due. 





NEW JERSEY 
December 1 





Railroad property and franchise taxes due. 
Excise tax on utilities—last installment 
] 
aue, 


State Tax Calendar 


December 10—— 
Municipalities’ busses’ gross receipts re- 
port and tax due. 
Municipalities’ jitneys’ gross receipts re- 
port and tax due. 
Report and excise tax on interstate busses 
due. 


December 31 
Carriers’ gasoline tax report due. 
Distributors’ gasoline reports and pay- 

ment due. 





NEW MEXICO 
December 1 





First installment of property taxes delin- 


quent. 


December 15—— 


Occupational income 


and payment due. 


gross 


tax reports 


Oil and gas conservation report and pay- 
ment due. 


Severance tax and report due. 


December 20 


Motor carriers’ report and tax due. 





Pipe line operators’ license tax due. 
Reports and fees of cigarette retailers sup- 
plying common carriers due. 
December 25 


Gasoline tax report and payment due. 





Use or compensating report and payment 
due. 


December 31—— 
Motor carrier transportation agents’ li- 
cense fees due. 
Cosmetology licenses expire. 


Used car dealers’ licenses expire. 


NEW YORK 





December 20 


Alcoholic beverage taxes and reports due. 


December 25 
New York City conduit companies’ taxes 
and reports due. 





New York City public utility excise re- 
turns and payments due. 
Quarterly report and additional tax on 
utilities due. 
December 31 
Gasoline tax reports and payment due. 
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NORTH CAROLINA 
December 10—— 


Carriers’ gasoline tax reports due. 

Railroads’ alcoholic beverage report and 
tax due. 

Tobacco (scrap or untied tobacco) deal- 
ers’ reports due. 

Unfortified wine additional 
ports due. 


December 15—— 


Sales tax report and payment due. 
Spirituous liquor tax due. 
Use tax report and payment due. 


tax and re- 


December 20 


Franchise bus carriers’ and franchise haul- 
ers’ reports and payments due. 

Gasoline and other motor fuels taxes and 
reports due. 





December 31—— 


Oleomargarine licenses expire. 


NORTH DAKOTA 
December 1 





Oil inspection reports due. 
Beverage licenses fees due during Decem- 
ber. 





December 10 
Cigarette distributors’ tax due. 


December 15—— 
Fourth installment of income tax on cal- 
endar basis due. 
3eer tax reports and payment due. 
Gasoline tax reports and payment due. 
Interstate motor carriers’ tax due. 
Liquor transaction invoices and tax due. 


December 20 

Sales and use tax quarterly return and 
payment due. 

December 25—— 
Use fuel tax reports and payment due. 

December 31 
Cream station and dairy reports due. 
Grain warehouse reports due. 
License fee for cream graders due. 


Banks and trust companies income tax 
due. 








OHIO 
December 10 


Admissions tax report and payment due. 

Cigarette wholesalers’ report due. 

Class “A” and “B” permittees’ alcoholic 
beverage reports due. 
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December 15—— Decen 
Use tax report on cigarettes due. Alc 
Utilities’ excise tax due. m 

\Lot 

December 20—— Use 
Dealers’ gasoline tax reports due. | 
First half of real property and public, Decer 

utility real and tangible personal prop- Gas 
erty taxes due. 
| Decer 

December 31 | Mo 
Admissions tax licenses expire. Cc 
Carriers’ gasoline tax report due. \lc 
Gasoline tax due. a 

\ 
OKLAHOMA 

December 1 
Excise tax on petroleum and report due. 

Dece 


Oil, gas and mineral gross production re- 
ports and payment due. Re 
Reports from oil and gas purchasers due. 








M 
December 5 
Reports from mines, other than coal, due. | Dec 
Ei 
December 10 
Airports’ gross income report and tax due. 
Cigarette tax reports due. M 
Coin-operated music boxes reports and 
tax due. 
Non-intoxicating alcoholic beverage re- Dec 
ports and payment due. re 
December 15—— 
Gasoline dealers’, retailers’ and carriers’ 
reports due. 
Inspection tax on petroleum products and De 


report due. 
Sales tax reports and payment due. 
Tobacco products reports due. 


De 
December 20—— . 
Coal mine operators’ report due. 
Gasoline distributors’ reports and payment 
due. 
Fuel use tax report and payment due. De 
Use tax reports and payment due. 
December 31—— 
Fur dealers’ reports due. D 
OREGON D 


December 1 





Special motor carriers’ monthly fees due. 


December 10—— 


Oil production tax reports and payment 
due. 
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December 20 
Alcoholic beverage tax report and pay- 
ment due. 
\otor carriers’ report and tax due. 
Use fuel tax report and payment due. 


public | December 25—— 


| prop- Gasoline tax payment and reports due. 





| December 31 


Motor vehicle registration, dealers’ 
censes and chauffeurs’ licenses expire. 


li- 


\lcoholic beverage licenses. expire. 
Portland chain store license for ensuing 
vear due. 


PENNSYLVANIA 


December 10 


Report of importers of spirituous and 
vinous liquors due. 


rt due. 
ion re- 





rs due. 
\lalt beverage reports due. 


December 15—— 
Employers’ return of tax withheld at the 
source under the Philadelphia income 
tax due. 


' 
il, due. | 


ax due. 
Manufacturers’ alcoholic beverage tax re- 


ts and port and payment due. 


ge re- December 31 


Gasoline tax reports and payment due. 





arriers’ 


RHODE ISLAND 





‘ts and December 1 
\lcoholic beverage license fees, except re- 


tailer’s Class F and Class G due. 


December 10 


Manufacturers’ alcoholic beverage report 
due, 





ayment = 
Tobacco product tax reports due. 


lue. 


December 15—— 


Gasoline distributors’ monthly report and 
tax due. 





December 20 
Annual small loans license fee due. 





December 31 


Annual small loans license expires. 
2s due. : 3 : : 
Scallops fishing licenses expire. 

Commercial feed brand registration ex- 


yment pires, 





Explosives license expires. 
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gazine 








SOUTH CAROLINA 


December 10—— 


Admissions tax reports and payment due. 

Alcoholic liquor wholesalers’ report due. 

Beer and wine wholesalers’ report due. 

Power tax and report of public utilities 
due. 

Soft drink tax report and payment due. 


December 20—— 


Fuel oil dealers’ report and payment due. 
Gasoline tax report and payment due. 
Utilities’ report of gasoline shipments due. 


December 31 
Last day to pay property taxes without 
penalty. 
Telegraph, express, sleeping car and tele- 
phone companies property tax state- 
ment due. 





SOUTH DAKOTA 


December 1 


Tax of motor carriers of passengers due. 
Public grain warehouse reports due. 


December 10 


Employment agency reports due. 
Interstate motor carriers’ reports 
taxes due. 


December 15—— 


Alcoholic beverage reports due. 

Dealers’ and carriers’ gasoline tax reports 
due; tax due in 30 days. 

Use fuel tax reports and payments due. 








and 


December 20—— 
Passenger mileage tax due. 


December 31 


Chain store licenses expire. 
Intoxicating liquor licenses expire. 





TENNESSEE 





December 10 
Barrel tax on beer due. 
Carriers’ gasoline tax report due. 
Last day to make alcoholic beverages re- 
port. 
Carriers of use fuel report due. 


December 15—— 


Users of fuel file report. 


December 20 
Distributors’ gasoline tax report and pay- 
ment due. 
Liquid carbonic acid gas tax due. 








December 31 
Motor carriers’ license and inspection fees 
due. 
Liquor wholesalers’, retailers’, manufac- 
turers’, distillers’ or rectifiners’, or 
winery licenses expire. 





TEXAS 





December 10 
Cigarette distributors’ and solicitors’ re- 
ports due. 


December 15—— 
Tax remittance and report due from oleo- 
margarine dealers. 


December 20 
Gasoline taxes and reports due. 
Motor fuel tax report and payment due. 
Oil and gas well services reports and gross 
receipts tax payments due. 
Users of liquified gases and liquid fuel tax 
reports and payment due. 





December 25—— 
Carbon black production tax report and 
payment due. 
Oil production tax reports and payment 
due. 
Tax reports and payments due on prizes 
and awards of theatres. 


December 31—— 
Chain store licenses expire. 
Natural gas production tax and report 
due. 
Oil carriers’ report due. 
Permits of public utilities paying 
receipts taxes expire. 


UTAH 
December 10—— 


Monthly report of dealers and manufac- 
turers of alcoholic beverages due. 
Carriers’ reports of use fuel deliveries due. 


December 15—— 


Last installment of income (franchise) tax 
due. 
Use fuel tax report and payment due. 


December 25 
Carriers’ gasoline tax report due. 
Distributors’ and retailers’ 

report and payment due. 





gasoline tax 


December 31 


Motor vehicle registration expires. 
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VERMONT 





December 10 


Alcoholic beverage tax reports and pay- 
ment due. 


December 15—— 
Electric light and power companies’ re- 
port and tax due. 
Last quarterly installment of personal and 
corporate income (franchise) taxes due, 





December 20 

















Alcoholic beverage manufacturers’ returns | eee 
due. br 
{ 
December 31 W: 
Gasoline tax reports and payment due. — 
Sleeping car, parlor, dining, stock, re- 
frigerator, fast freight and car loaning sa 
company taxes due. Dece 
Cie 
VIRGINIA 
Dec 
December 5 R 
Payment of personal income tax due. 
Five per cent penalty on property taxes 
accrues. 
December 10 Dec 
Beer dealers,’ bottlers’, and manufacturers’ 3 
reports due. H 
December 20—— 
Carriers’ gasoline tax reports due. Dec 
Use fuel tax reports and payment due. I 
December 31 ‘| 
Gasoline tax reports and payment due. 
Wholesale and retail merchants’ licenses | De 
expire. | 
WASHINGTON 
December 10—— De 
Brewers’, distillers’, manufacturers’ and ( 


wineries’ reports due. De 
Motor fuel import reports due. 











December 15—— | 

Butter substitutes reports and payment 

due. 

Cigarette reports due. 
December 20 

Butterfat tax due. D 

Use fuel tax reports and payment due. 
December 25 

Gasoline tax reports and payment due. 
December 31 

Motor vehicle registration expires. 5 


November, 1946 @ TAXES—The Tax Magazine 


| Pay- 


’ 
S re- 


al and 
Ss due, 
eturns 


ue. 
Kk, re- 
aning 


taxes 


turers’ 


ue, 


we. 
| 


censes | 


” and 


yment 


ue. 


jue, 


pazine 








WEST VIRGINIA 


December 10—— 


Brewers’ and beer distillers’ reports and 
taxes due. 

Winery and distillery licensees’ sd 

Winery and distillery licensees’ reports due. 


December 15—— 
Sales tax reports and payments due. 
December 31 


(;asoline tax reports and payment due. 





December 31—— 


Renewals of intoxicating liquor licenses 
due. 


WISCONSIN 
December 1 





Beer tax reports due. 
Heat, light, power, conservation and reg- 
ulation companies tax due. 
December 10—— 


Intoxicating liquor and wine tax reports 
due. 
Tobacco products returns due. 
December 20 


Gasoline tax reports and payment due. 





WYOMING 





December 10 
Carriers’ gasoline tax reports due. 
December 15—— 


Dealers’ gasoline tax reports due. 

Monthly gasoline tax and report due. 

Motor carriers’ report and compensatory 
fees due. 

Sales tax reports and payment due. 

Use tax reports and payment due. 

Wholesalers’ gasoline tax reports due. 


December 31 
Car companies’ assessments due. 


Express companies’ gross receipts taxes 
due. 





Renewals of motor vehicle registrations 
due. 


State Tax Calendar 


STATEMENT OF THE OWNERSHIP, MANAGE- 
MENT, CIRCULATION, ETC., REQUIRED BY 
THE ACTS OF CONGRESS OF AUGUST 24, 
1912, AND MARCH 3, 1933 
Of TAXES—The Tax Magazine, published monthly 

at Chicago, Illinois, for October 1, 1946. 


State of Illinois . = 
County of Cook § °” 


Before me, a Notary Public in and for the State 
and county aforesaid, personally appeared George 
J. Zahringer, who, having been duly sworn accord- 
ing to law, deposes and says that he is the Busi- 
ness Manager of the TAXES—The Tax Magazine, 
and that the following is, to the best of his knowl- 
edge and belief, a true statement of the ownership, 
management (and if a daily paper, the circulation), 
etc., of the aforesaid publication for the date shown 
in the above caption, required by the Act of Au- 
gust 24, 1912, as amended by the Act of March 3, 


1933, embodied in section 537, Postal Laws and 
Regulations, printed on the reverse of this form, 
to wit: 


1. That the names and addresses of the publisher, 
editor, managing editor, and business managers are: 

Publisher: COMMERCE CLEARING HOUSE. 
Inc., 214 North Michigan Ave., Chicago 1, Illinois. 

Editor: Henry L. 

Managing Editor: 
[llinois. 


Stewart, Chicago 1, Illinois. 
Henry B. Nelson, Chicago 1, 


Business Manager: 


George J. Zahringer, Chicago 
1, Illinois. 


2. That the owner is: (If owned by a corpora- 
tion, its name and address must be stated and also 
immediately thereunder the names and addresses of 
stockholders owning or holding one per cent or 
more of total amount of stock. If not owned by 
a corporation, the names and addresses of the in- 
dividual owners must be given. If owned by a 
firm, company, or other unincorporated concern, its 
name and address, as well as those of each indi- 
vidual member, must be given.) Commerce Clear- 
ing House, Inc., 214 No. Michigan Avenue, Chicago 
1, Ill.; The Corporation Trust Co. (N. J.); 15 Ex- 
change Place, Jersey City, N. J.; The Corporation 
Trust Co. (N. Y.), 120 Broadway, New York, N. Y.; 
Justus L. Schlichting, Chicago, Illinois; Mrs. Daryl 
Parshall, Millbrook, N. Y.; Oakleigh Thorne, Mill- 
brook, N. Y. 

3. That the known bondholders, mortgagees, and 
other security holders owning or holding 1 per cent 
or more of total amount of bonds, mortgages, or 
other securities are: (If there are none, so state.) 
None. 

4. That the two paragraphs next above, giving 
the names of the owners, stockholders, and security 
holders, if any, contain not only the list of stock- 
holders and security holders as they apnvear upon 
the books of the company but also, in cases where 
the stockholder or security holder appears upon the 
books of the company as trustee or in any other 
fiduciary relation, the name of the person or cor- 
poration for whom such trustee is acting, is given; 
also that the said two paragraphs contain state- 
ments embracing affiant’s full knowledge and belief 
as to the circumstances and conditions under which 
stockholders and security holders who do not ap- 
pear upon the books of the company as trustees, 
hold stock and securities in a ca’ acitv other than 
that of a bona fide owner; and this affiant has no 
reason to believe that any other person, association. 
or corporation has any interest direct or indirect 
in the said stock, bonds, or other securities than 
as so stated by him. 


George J. Zahringer, 
Business Manager. 
Sworn to and subscribed before me this 25th day 
of September 1946. 
[Seal] 
Lester Johnson, 
(My commission expires November 6, 1949.) 
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December 11 


Employers who withheld more than $100 
in income tax from wages during the 
previous month pay amounts withheld 
to authorized depositary. 


December 15—— 


In the case of individuals, other than 
farmers, with fiscal year beginning 
October 1, declaration of estimated tax 
and first payment are due. 





Due date of income and excess profits re- 
turns by corporations, trusts, and estates 
with fiscal year ending on September 
30. Forms 1120, 1121, and 1041. 


Quarterly payments due on 1945 income 
taxes for calendar-year corporations, 
estates, and trusts. 

Return of stamp account by brokers, deal- 
ers in securities, etc., due for November. 
Form 828. 

Dut date, by general extension, of returns 
for year ending June 31 in the case of: 
(1) foreign partnerships; (2) foreign 
corporations which maintain an office or 
place of business in the United States; 
(3) domestic corporations which trans- 
act their business and keep their records 
and books of account abroad; (4) do- 
mestic corporations whose principal 
income is from sources within the pos- 


FEDERAL TAX CALENDAR | 





sessions of the United States; and (5) 
American citizens residing or traveling 
abroad, including persons in the military 
or naval service on duty outside the 
United States. Forms: (1), Form 1065: 
(2)-(4), Forms 1120 and 1121; (5), 
Form 1040. 








mn 
( VE 


Due date, by general extension, of nontax- | 


able returns for fiscal year ending July 
31, in the case of fiduciaries for estates 
and trusts, but not returns of benefi- 


ciaries or other distributees of such 
estates or trusts. 
Monthly information return of stock- 


holders and of officers and directors of 
foreign personal holding companies due 
for November. Form 957. 

Due date for monthly statement and 
record of depositaries on sale of stamp 
tax stamps. 





December 31 


Returns for excise taxes due for Novem- 
ber. Forms 726, 727, 728, 728(a), 729, 
932. 

Last day, under Sec. 141(c), 1945 Act, to 
file claim for refund or credit on account 
of the exclusion from gross income of 
enlisted men and _ non-commissioned 
officers of all service pay for 1941 and 
1942. Form 843. 


S$. Seg — 


REDUCTION OF DOMESTIC AIR MAIL RATE 


Public Law 730, 79th Congress, Second Session, effective October 1, 1945, sets 
the rate of postage for domestic air mail at five cents for each ounce or fraction 


thereof. 


The Act defines domestic air mail as all mailable matter being trans- 


ported by air within the continental United States, within any territory or posses- 
sion of the United States, within any geographical area which is a protectorate 
of the United States, or between any of the aforesaid. Exception is made with 
regard to all but first class mail transported by air in Alaska. 
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gazine 


‘inks Taxpayers May 


~ verlook Instructions 


ter just studying the new 1946 tax Form 

I find the omission of a statement that 

1 and will cause trouble to millions of 
.yers who use the short form. 

tax table on the instruction sheet 

st : “Combined Normal & Surtax be- 

ive per cent reduction.” And also the 

it iction pages do state the five per cent 

d ‘tion has been taken on the table page 


TABLE (page 4 of form 1040) does not 
state the five per cent reduction has been 
taken; therefore I feel as though it is of 
great importance, (before these forms are 
mailed out to the taxpayers) now to have 
stamped on page 4 Form 1040 this state- 


ment: “NOTE IF YOU USE THE TAX 
FROM THIS TABLE YOU DO NOT 
TAKE AN ADDITIONAL FIVE PER 
CENT REDUCTION.” 


As the Press has given the widest pub- 
licity to the fact that for 1946 a taxpayer 
may deduct an additional five per cent from 
his taxes, I feel positive that now these 
forms are printed the above statement 
should be stamped on page 4 before they 
are mailed out to the taxpayers. 


Provo, UTAH Atmo B. StmMMoNsS 


a 


INTERPRETATION S—Continued from page 1109 





4 ). Therefore, those that do diligently 
st the instruction sheet will find that 
ta has the deduction. 

e table states to take an additional 
five per cent deduction, the OTHER 
hi that the invasion of principal is re- 
st d by a fixed standard based on the 
sister's prior way of life, and the charitable 
remainder interest may be deducted, de- 
pending upon the financial resources of the 
life beneficiary and other relevant factors.— 
NX. Y. Matter of Walter H. Buell, dee'd. 
CCH Inheritance Estate and Gift Tax 
Service J 16,025. 


Decedents whose estates are subject to 
tax: Domicile—Where decedent was born 
in New Hampshire and spent the greater 


part of the year in that state, maintained a 
temporary residence in Massachusetts as a 
matter of convenience, and his family ties 
and general interests were in New Hamp- 


shire, the lower court’s finding that decedent 
was domiciled in New Hampshire and not 
Massachusetts is upheld on the evidence.— 


Mass. Ernest M. Hopkins & another, Execu- 
tors v. Commissioner of Corporations and 


Taxation. CCH Inheritance Estate and Gift 
Tax Service 16,022. 





Transfers subject to tax: Vested remain- 
der subject to divestment.—Testatrix de- 
vised property to her sister for life, with 
remainder over in equal shares to her two 
nephews or their issue, or, in case of default, 
to the heirs-at-law of the life tenant. One 
of the nephews predeceased the life tenant 
leaving a son who also failed to survive the 
life tenant. It is held that the devise to the 
nephew created a vested estate in remainder, 
subject to divestiture upon the happening 
of certain contingencies which failed to occur, 
and that subsequent transfers of this vested 
estate under the law of intestate succession 
are subject to inheritance tax.—N. J. Win- 
field H. Ricardo, Substituted Administrator of 
the Estate of Joseph M. H. Renner, deceased, 
Anne M. Conklin, Representative of the Es- 
tates of Carroll J. (also known as Harold J.) 
Renner, deceased, and John Frederick Renner, 
deceased, Prosecutors v. William D. Kelly, 
State Tax Commissioner, Defendant. CCH 
Inheritance Estate and Gift Tax Service 
{ 16,023. 
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@ 
You can always find that important article you need, 


when you want it. Each binder holds twelve issues. 
Any issue quickly inserted or removed. Handsome, 
durable black covers, gold stamped: TAXES—tThe Tax 


Magazine. Window label shows contents by year. 
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